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FOREWORD 


These essays represent an attempt to apply the 
principles of Mr. KeyneskOeneral Theory of Employ- 
ment, Interest and Money to a number of particular 
problems. References to the General Theory are 
provided for the convenience of the reader, not by 
way of acknowledgment to Mr. Keynes, for the 
very existence of this book, for what it is worth, 
must be regarded as an acknowledgment to the 
work of Mr. Keynes. 

The following are reprinted (each with some 
alteration) by permission of the editors concerned : 
“ Disguised Unemployment ” from the Economic 
Journal, “ The Long-Period Theory of Employ- 
ment ” (except Section 6) from the Zeitschrift fur 
Nalionalokonomie, and the first par^ of “Some 
Reflections on Marxist Economics ” from the 
Economic Journal. “ An Economist’s Sermon ” 
was originally delivered to a study circle of the 
Student Christian Moveme»t, at Peterhou^e, 
Cambridge. 

JOAN ROBINSON 


Cambbidob 

October, 1936 
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PART I 



FULL EMPLOYMENT 


1 

Befoee discussing the definition and the character* 
istics of full employment it is necessary to say some= 
thing about the factors which influence changes in 
money wages. A problem which has caused much 
perplexity is presented by the relationship, as it 
exists in the minds of employees, between changes 
in real wages and changes in money wages. As to 
what actually occurs there is no dispute. A cut in 
money wages will always be resisted by Trade Unions 
with whatever force they may command ; while a 
rise in prices, such as occurs when there is an increase 
in effective demand, does not normally lead to the 
demand for a rise in money wages sufficient to 
prevent real wages from falling. Even*when Trade 
Unions are strong enough to prevent money wages 
from falling, they frequently submit to a fall in real 
wfbges, brought about by a rise in prices and accom- 
panied by an increase in empleymentr. Now, ogj 
one Trade Union, by allowing its money wage to 
fall, can in normal circumstances secure an increase 
in employment for its members, at the expense of 
a fan in their real wage rate ; yet a cut in money 
wages is usuaEy accepted only under duress. "^Thus 
it appears that a fall in real wages, accompanied by 
an increase in employment, is more universafiy and 
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FULL EMPLOYMENT 


raofe strenuouhly resisted if it is offered in the form 
of a cut in money wages than if it is brought abouc 
by a rise in prices. If Trade Unions are regarded 
as thinking in terms of real wages their conduct 
appears highly inconsistent. 

The explanation ojSered by Mr. Keynes ^ is that 
the Trade Unions are concerned, in effect, solely" 
with relative real wage rates and, within wide hmits, 
pay no attention to the general level of real wages. 
While another school of thought, of which Professor 
Pigou® is an exponent, holds that the Trade Unions 
conceive themselves to be stipulating for a real 
wage rate, but that, owing to a habit of thinking 
boo much in terms of money, they fail to realise 
(except after a lapse of time) that a rise in prices 
brings about a fall in real wages. Each of these 
explanations appears to offer an interpretation of 
Trade Union psychology which is both dubious and 
unnecessarily complicated. It seems simpler to 
say that since Trade Unions, in the nature of the 
case, can only deal in terms of money wages, they 
concentrateftheir attention upon them, and demand 
a rise, and resist a cut, whenever they feel strong 
enough to do so.'’ In any actual situation the effect 
upon employment of a change in money wages, is 


General Theory of JSmployment, Interest and Money, p. 14. 

Theory of Unemployment, p. 294, Mr. Champemowne (“ Un- 
employment, Basic and Monetary,” Remem of Economic Studies, 
June 1936) adheres, on the whole, to the Pigovian school, but 
much of his argument is vitiated by a failure to distinguish between 
real wage rat^s and real earnings. Real wage rates fall as employ- 
ment mcreases, but the “ representative ” worker (Zoo. cit,, p. 202) 
must represent both the employed and the unemployed, and the 
representative worker’s real mcome will nominally rise, not fall, 
as employment increases. 
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FULL JSMPLOYMENT 

obscure and difficult to diagnose, and the suggestion 
that a cut in wages will do them good is naturally 
regarded by the Trade Unions with the utmost 
suspicion. Their business is to secure the best 
terms^ they can for their members and to prevent 
employers from taking advantage of their monop- 
«onistic position ^ vis-h-vis the workers. To carry 
out these functions they must be on the alert to 
'demand a rise in wages whenever there is a favour- 
able situation for doing so. 

On this view, a constant upward pressure upon 
money wages is exercised by the workers (the more 
strongly the better they are organised) and a con- 
stant downward pressure by employers, the level 
of wages moving up or down as one or other party 
gains an advantage. 

In any actual situation employment is likely to 
be increasing and wages rising in some industries 
at the same time as they are falling in others. The 
p resent discussion is confined to a simplifi ed naaft 
in which there is pe rfect mobility of la b our, so that 
the extent of u nemployment and the pre ssn^° npnn 
money wages i s the sam e at a ny mom ent in ^,11 
trades and aU localities .^ 

The ejffeot upon bargaining power of a fall in real 
wages, in itseH — ^that is to say the effect of a rise 
in the cost of living relatively to money wagbs 
which is not a symptom of an increase in employ- 
ment — ^is double-edged. On the one hand, a fall 
in the standard of life and a reduction in reserve 

1 See my Economics of Imperfect Competition, p. 282. 

® Some problems comiected with imperfect mobility are dis- 
cussed below, p. 40. 
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resources weakens the bargaining position of 
workers ; on the other hand, indignation both 
cements the bonds of Trade Union organisation 
and makes the demand for higher wages more in- 
sistent.^ Thus a rise in the cost of living, in^itself, 
may lead either to a rise or to a fall in the level of 
money wages according to the strength and policy 
of the Trade Unions, 

An increase in effective demand, given the state 
of Union organisation and the general conditions of 
the labour market, will be favourable, for several 
reasons, to a rise in money wages. First, a man 
who is secure of his job suffers a loss of real wages 
when effective demand increases and the cost of 
living rises; he consequently becomes more anxious 
than before to demand a higher money wage. A 
man who is out of work or who holds a precarious 
job would prefer not to open the question of 
money wages and to allow the increase in employ- 
ment to take its course. As unemployment falls 
off, men of the first type increase, and of the 

^ Similar contradictory tendencies are seen at wdbk in tie 
determination of 'wjpmen’s wages. It is commonly said that 
women’s wages are jreiatively low because they have no family 
obligations. In itself the carefree state of women should improve 
their bargammg position, since unemployment for them is less to 
be dreaded thsji it is for men. But the fact that their needs 
aue less reduces the mclntive to organise, makes their demands 
less msistent, and deprives them of the backmg of general public 
opinion, with the result that their bargammg power is generally 
weaker than that of men. The relatively backward state of 
women’s organisations is not wholly to be accounted for in this 
way, but is also partly due to the fact that a woman does not 
normally look forward to spending her whole life in industry, and 
so has less incentive to demand improvements in the conditionSi of 
employment, and, we are told, to the lack of co-operative spirit 
characteristic of the female sox. 
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second type decrease, in numbers and infli^ence. 
A Trade Union which takes the interests of both 
types into account will therefore be gradually 
m9ved m the direction of demanding higher wages 
as unemployment falls off. Second, ^the existence 
of unemployment weakens the position of the Trade 
Unions by reducing their financial resources andv' 
awakening the fear of competition from non-union 
labour.j Thus even a Union which at the moment 
represents only employed workers wifi be more 
restrained in its action the greater the amount of 
unemployment outside. Third, (the strategic and* 
moral position of Trade Unions is strengthened 
when profits are rising and real wages falling^ 
Conversely when effective demand declines. Thus 
movements of the level of employment are the chi ef 
influence determin ing movements-in the level o f 
money wages. 

It is idle to attempt to reduce such questions 
as Trade Union policj’^ to a cut-and-dried scheme 
of formal analysis,^ but it is plausible to say, in a 
general way, that in any given conditions of the 
labouf market there is a certain more or less definite 
level of employment at which :^oney wages will 
rise, and a lower level of employment at which 
money wages fall. Between the two critical levels 
there will be a neutral range* within which wsBges 
are constant. 

It is sometimes argued that movements in 
money wages tend in the long run to eliminate un- 
employment, for a fall in money wages, by reducing 
the demand for money, tends to lower the rate of 

* Cf. below, p 23. 
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interest, and so to increase employment.’^ But the 
most that can be hoped, in a community where Trade 
Unions exist, from a policy of maintaining a con- 
stant supply of money and allowing wages to find 
their own level, is that employment shall be main- 
tained inside the neutral range within which money 
wages are constant, which is by no means the same 
thing as the point at which unemployment is tend- 
ing to disappear. 

When employment stands above the upper 
critical level, then, if conditions are such that a 
'"general rise in money wages sets up no reaction to 
reduce effective demand, there will be a progressive 
rise in wages with a constant level of employment, 
for prices and profits will rise with money wages 
and all the circumstances which led to a first rise 
in wages will remain in force and lead to a second.® 
But the existence of unemployed workers anxious 
to find jobs exercises a drag upon the Trade Unions, 

1 General Theory, p. 263. Cf . below, p. 1 19. It- is by no means 
a corollary of this argument that the level of employment would 
tend to be higher in a community in which there were no Trade 
Unions to resist a. fall in wages when unemployment oocu^. For 
without Trade Unions monopsony is more powerful, the ratio of^ 
real wages to real proiits is smaller, thriftiness is greater and the 
level of employment with a given rate of interest consequently 
lower (see p. 130) This effect will tell strongly against the in- 
fluence of low money wages m increasing employment 

% Our formal scheme, m terms of the critical levels of employ- 
ment, involves a high degree of simplification, for the movement 
m wages wnll not only depend upon the absolute level of employ- 
ment but also upon recent changes in it. It is reasonable to say, 
however, that the upper cntical level is such that, so long as 
employment stands appreciably above it, a small fall in employ- 
ment will give only a temporary check to the rise in wages, and 
that when employment has contmued for some time at its re- 
duced level the tendency for lismg money wages will resume its 
force. 
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ana tne rise in money wages will be sligh.t '<and 
gradual. An increase in employment, in this situa- 
tion, will strengthen the Trade Union position and 
tend to speed up the rise in money wages, but so 
long as unemployment remains appreciable the 
upward movement cannot become overwhelmingly 
•powerful. Thus there is no paradox in the fact 
that effective demand may increase, and real wages 
■fall, in a situation in which the Trade Unions are 
both able and wiUing to prevent a fall in money 
wages, or even to procure a rise. The connection 
between movements in money wages and move- 
ments in real wages is largely accidental. There 
is a certain level of employment, determined by 
the general strategical position of the Trade Unions, 
at which money wages rise, and at that level of 
employment there is a certain level of real wages, 
determined by the technical conditions of produc- 
tion and the degree of monopoly. In demanding a 
rise of money wages the Trade Unions are not taking 
a view upon how much unemployment they want 
to hav^ but merely seizing advantages, of the fact 
that unemployment is low. The paradox of Trade 
Union policy only appears when* we regard the 
Trade Unions as thinking in terms of the real wage 
coh’esponding to a given levels of unemployment, 
instead of regarding movements in the cost of 
living as merely one element in their bargaining 
position. The economists have created a puzzle 
for themselves by inventing the answer of the 
Trade Unions to a question which they d<5 not ask.^ 

1 A Trade Union policy conceived m terms of real wages is 
discussed below, p, 38. 
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Under conditions of perfect competition with 
no labour organisation and perfect mobility,^ i3iere 
is no difficulty in delSning full employment. In 
these conditions the two critical levels coincide at 
the point of full employment. So long as any un-»~ 
employment exists money wages are falling, and 
;when full employment is reached they rise abruptly.* 
The movement of money wages then serves to 
indicate the existence of imemployment. But 
when workers are prevented, even by tacit agree- 
ment, from underbidding each other for jobs this 
criterion fails. 

It would, indeed, be permissible, from one point 
of view, to say that there is no “ involuntary ” 
unemployment as long as unemployed individuals 
are not so anxious to find work that they are pre- 
pared to offer themselves at cut wage rates. But 
this use of terms would be extravagant. From a 
commonsense point of view it would be absurd to 
say that thgre was no involuntary unemplo3rment in 
Great Britain ip 1933 because at that date money 
wage rates were stable, or that there was no unem- 
ployment in coal mining in 1936 because a demand 
was then made for higher money wages. If the tehn 
‘'^involuntary unemplojonent ” is confined to the 
sense of a degree of unemployment so severe as to 
break through the feeling of loyalty and the Trade 
Union regulations which forbid money wages to 
be cut, ihen some other term must be found to 

^ Tile oonoeption of full employment where mobility is not 
perfect is discussed below, p. 61, 
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FULLi EMPLOYMENT 

correspond to the commonsense notion of uaem- 
^loyment. But the term ” involuntary unemploy- 
ment ” is obviously suitable for the latter purpose, 
ancTit seems most satisfactory simply to saji^hat the 
amoimt of involuntary unemployment is the amount 
of work which, in existing conditions, the popula- 
tion is willing but imable to perfom^ No abso- 
lutely precise measure of this quantity can be found, 
but for all practical purposes a commonsense 
definition wiU sufiSice. In this sense tmemployment 
may exist even when money wages are rising. 

Mr. Keynes describes the point of fuU employ- 
ment in terms of the level of real wages. In his 
view, as effective demand increases and real wages 
fall, a point is reached at which the real wage rate 
is so low that workers refuse to supply labour at 
a lower rate. At this point the expansion of 
effective demand must come to an end, because 
beyond it labour refuses to go. This conception 
involves certain difficulties. On the one hand, the 
individual breadwinner without private means 
can n&%ev be in a position to refuse to work because 
real wages are too low to be worth, the effort. He 
must earn what he can get or starve altogether. 
Even if he could retain his right to the dole after 
refusing a job at the ruling v^p-ge rate, he would 
find that the real dole had fallen as much as the real 
wage. On the other hand, a Trade Union will 
threaten to withdraw its labour, not when any 
particular level of real wages is reached, but when- 
ever the general situation (in which the leVel of real 
wages is only one element) appears to offer a favour- 
able opportunity for doing so, 
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It is true that '^in-money girls may not be lured 
into the labour market by the offer of a wage that 
will buy less than so many pins, it is true that if 
workers are free to decide their hours of work they 
may refuse to work an additional hour unless the 
additional earnings seem worth the effort, and it 
is true that the same individual may work with~ 
greater or less intensity in different circumstances. 
But there is little support to be gained from these' 
facts for Mr. Keynes’ point of view. For it is com- 
monly found that hours become longer and the 
number of workers in a family greater as real wage 
rates fall.^ In short the supply of labour from a 
given population is likely to have a negative, not 
a positive elasticity, in response to changes in real 
wages, up to the point at which the maximum limit 
of physical capacity is reached. We may simplify 
our argument, without sacrificing any point of 
principle, if we postulate that the supply of labour 
has zero elasticity so long as real wages stand above 
the level at which physical efficiency is impaired 
by a low standard of life. In this case th^re is a 
certam stereotyped length and intensity of working 
day and a certain number of individuals who desire 
to have jobs.® 

1 Of. p 164.« 

If the supply of labour is not perfectly inelastic the amount 
of labour available to be employed varies with the rate of real 
wages If the elasticity is negative the amount of available labour 
mcreases as the amount of employment mcreases and real wages 
fall. Full employment obtams when an increment of employ- 
ment, if it were attamed, would be associated with a fall in real 
wages msufScient to mduce an equal increment m the available 
supply. When the elasticity is positive the available supply of 
labour falls as real wages fall, and, in a sense, unemployment 
decreases faster than employment increases. But these compHca- 
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When all these individuals are in employment 
tnere is no longer anyone whose interest hes in 
refraining from asking for higher money wages 
when a further rise in prices takes place. The fear 
of blacklegs disappears, and the position of the 
Trade Unions is extremely strong. There is no 
heed to postulate a critical psychological point at 
which the real wage ceases to cover the disutility 
of labour.^ It is true that as real wages fall the 
demand for higher money wages is strengthened, 
and it is true that, as effective demand increases, 
the threat of a Trade Union to withdraw its labour 
becomes more powerful. But this is merely a 
matter of degree. The demand for higher money 
wages is made with growing success as employment 
increases and when full employment is reached it 
becomes overwhelmingly strong. f Hie point of ful l 
employment is the point at which every impedi - 
ment on the side of labom: to a rise in money wages 
finally gives way. 

Moreover, when full employment obtains, the 
attitudcp* of employers to a rise in monSy wages is 


tions introduce no difference in principle froin the simple case m. 
which the elasticity of supply is zero. Cf, p, 178. 

i.The unsatisfactory nature of Mr, Keynes’^ psychological 
interpretation of full employment is cleeR’ly seen if, anticipating 
the argument of the next essay, we remove the assumption of 
perfect mobility and consider the case where full employment 
IS reached for a particular grade of labour, for instance, 
master-plasterers during a building boom. When this occiirs 
the money wages of that t37pe of labour rise ahead of the general 
level and their real wages increase The resistance which 
*then arises to a further expansion in the output of plastering 
clearly cannot be expressed in terms of disutility of labour. It 
arises simply from the fact that all the labour of that particular 
type IS alre^y in employment. 
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radically changed. vZh this connection it is nece|- 
sary to distinguish between a state of affairs in 
which the level of effective demand .happens to be 
exactly that which gives full employment, and a 
state of affairs in which effective demand is pre- 
vented from expanding only by the fact that full 
employment has already been reached. In thd 
first case the demand for labour is exactly equal to 
"the supply. In the second case there is a scarcity 
of labour, ia the sense that the demand for labour 
at the r uling money wage rate exceeds the avail- 
able supply, rhe extent of the scarcity may be 
measured, in a rough way, by the extent to which 
employment would have increased if the supply of 
labour were unlimited. 

Now, when there is a scarcity of labour, em- 
ployers themselves have an incentive to raise 
wages. On the assumption of perfect mobility, 
full employment wiU be reached in all trades at 
the same time, and when there is a scarcity of 
labour each employer will be in a situation in 
which he could increase his profits if he were able 
to secure mofe workers, even at a somewhat 
higher wage.\/But more workers are only to be 
had by tempting them away from other em- 
ployers. K strong convention prevails that it is 
a dastardly act for one employer to lure away 
labour from another by the offer of higher wages, 
and so long as this convention holds in full force 
the attitude of employers to a rise in wages is 
no different when there is full employment from 
their attitude when there is unemplo3rment, but 
in the face of a considerable scarcity of labour 
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the convention is likely to break down, and 
employers, each following the dictates of self- 
interest, will begin to bid up money wages. When 
labour is scarce not only are Trade Unions very 
powerful, but employers themselves throw their 
weight into the scale of rising wages. Conditions 
»f full employment obtain when no one employer 
can increase his stafE without reducing the staff of 
some other employer, v 

3 

It is clear that, when the point of full employ- 
ment has been reached, something must occur to 
prevent employment from expanding any further, 
but it is not immediately obvious how this comes 
about. At first sight it appears that there is 
nothing to prevent, for instance, the rate of 
interest from being set so low, or inventions from 
occurring so fast, that the appropriate amount 
of employment lies beyond the limit set by the 
available supply of labour. 

, Thei^ is no corresponding problem, in comec- 
tion with the limit set by capital equipment. For 
if equipment is limited, prices rise faster than money 
wa^es as output expands, and real profits increase 
as real wages fall. Saving f roi^ profit «tncomes ex- 
ceeds saving from wage incomes : thus, as output 
expands, the ratio of saving to consumption in- 
creases, and it will increase faster the more inelastic 
is the supply of output from given equipment. 
In the limit, if no increase in the outpuT; of con- 
sumption goods is technically possible, prices (and 
consequently profits) will rise to whatever point 
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FULL EMPLOYMENT 

is accessary to prevent consumption from in- 
creasing.^ But when the limit is set by labour, 
instead of by equipment, this check upon the ex- 
pansion of effective demand does not operate. 

If employers are in a position to maintain the 
convention against raising money wages, the 
situation is very similar to that in which output' 
is limited by the capacity of plant. In this case, 
for instance, the inducement to invest is in- 
creased when full employment already obtains, 
output is held in check merely by the impossibility 
of finding additional workers. The price of capital 
goods rises, but their cost is unchanged. An in- 
creased monopsony profit therefore falls to the 
investment entrepreneurs.® If part of this profit 
is spent, prices of consumption goods also rise 
above their cost, and the rise of prices, for all 
goods, will proceed to the point at which increased 
saving out of profits is equal to the increased 
value of the constant output of capital goods. 
In short, the increased inducement to invest 
automatically brings about a reduction pin th^ 
propensity to econsume, due to increased mal- 

^ There appears to be no warrant for Mr. Hicks’ view (Wconormc 
Journal^ June 1936, p. 247) that an indefinitely great rise of prices 
will develop ini>,a state where capacity is limited but available 
labour unemployed. It*"is true, as Mr. Hicks says, that when 
effective demand mcreases and the supply of money is constant, 
the rate of mterest will rise if the supply of consumption goods 
is less than perfectly elastic, so that prices rise. But it will rise 
even if supply is perfectly elastic and prices are constant. 

* Similarly, when special rates are paid for overtime, monopsony 
profit increases. For the marginal net productivity of labour is at 
least equal to the overtime rate, and is consequently greater than 
the average wage rate (cf. Bconormcs of Imperfect Competition^ 
p. 301). 
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distribution of income, which keeps the Jotal 
demand for labour unchanged. But when Trade 
Unions are strong, and when self-interest breaks 
thmugh the 6lass loyalty of employers, this check 
upon output also fads to act. 

It' is therefore necessary to inquire what mech- 
anism there is, in the general case, which prevents 
the economic system from overshooting the point 
of fuU employment. To dlustrate this problem let 
us suppose that, when fidl employment aheady 
obtains, the rate of interest is reduced and is 
maintained continuously at the lower level. Our' 
discussion wdl be confined to the simplified case 
in which there is perfect mobility of labour and 
no element of monopsony in the labour market. 

The reduction in the rate of interest raises the 
price of capital goods, and under the incentive of 
increased profits a demand for labour is set up in 
the capital-good industries,^ but every available 
man is already employed. This must lead im- 
mediately to a rise in money wages in the industries 
engaged upon capital goods.® Expenditure from 

^ To avoid unnecessary complexities it is convenient to assume 
that the change m the rate of mterest has*no reaction upon the 
amount which individuals desire to save out of a given mcome. 
When this assumption is not fulfilled the demand for labour m 
consumption industries also will be altered 

* A clear-cut distinction between capital-good industries and 
consumption-good industries is not found in reality. Any 
mdustry is engaged in investment in so far as its current output 
IS not currently consumed, and goods partake of the nature of 
capital goods to the extent that their price is affected directly by 
a change m the rate of interest. In this respect all goods can be 
arranged in a continuous series. But for verbal simplicity it is 
convenient to talk as though industries could be divided into 
two self-contained groups. The fact that the two groups are not 
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these wages increases the money demand for con- 
sumption goods, but in consumption-good in- 
dustries also full employment already obtains. 
An equal rise in money wages in the consumption- 
good industries is necessary to prevent a transfer 
of labour into the capital-good industries. Each 
individual employer in the consumption-good in- 
dustries finds that the demand for his product is 
increased, and is reluctant to lose labour. The rise 
in money wages therefore communicates itself to 
^all industries. 

The manner in which the situation develops will 
depend, first, upon the way in which the change in 
wages is communicated from industry to industry, 
and second, upon the way in which the expectations 
of entrepreneurs adapt themselves to the changes 
in wages. Let us assume for the moment that the 
changes in wages are instantaneous, so that a rise 
in wages in the capital-good industries is trans- 
mitted to the consumption-good industries without 
any actual transfer of labour between the two 
groups. In ihis case no increase in investment,,, 
reckoned in wage units, can take place. 

The expectations of entrepreneurs may be divided 
into two types: expectations as to the future course 
of money wages, an4 expectations as to the effect 
of a given change in money wages upon future 
prices. Let us &st suppose that entrepreneurs 
always expect that to-day’s wage rates will remain 
in force in the future, and consider the effect of 
expectations of the second type. 

completely self-contamed makes no difference of prmciple to the 
argument. 
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, As soon as a rise in money wages occurs* the 
entrepreneurs engaged upon the production of 
capital goods .find that their costs have risen, and 
the incentive to invest thereby tends to be reduced. 
But the prices of the commodities which the capital 
goods are designed to produce have risen In the 
'same proportion. Thus, if entrepreneurs adjust 
their expectations of the future earnings of capital 
goods instantaneously to the change in wages the 
marginal efficiency of capital is unaffected and 
remains the same as it was before the rate of interest, 
fell. Thus there is no possibility of the marginal 
efficiency of capital being reduced to equahty with 
the rate of interest, either by an increase in the rate 
of investment (reckoned in wage units) or by a rise 
in cost of capital goods relatively to their expected 
earnings, and no equilibrium is possible. 

But it is natural to suppose that entrepreneurs 
react more quickly to a rise in the cost of capital 
goods than to the change in prospective earnings 
due to a rise in the price of consumption goods, for 
•the change in cost presents itself t» them more 
immediately. A speculative builder becomes aware 
of a rise in the cost of building more rapidly than 
0|,f a rise in house rents, even though the two pro- 
ceed at the same rate. An all,-round*rise in money 
wages will thus reduce the marginal efficiency of 
capital for a certain time after it has taken place, 
the length of time depending upon the rate of 
adjustment of expectations. If the pace of adjust- 
ment is given there is one rate of rise in wages 
which will preserve equality between the marginal 
efficiency of capital and the reduced rate of interest. 
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But'if, at any moment, the marginal efficiency o| 
capital is greater than the rate of interest, the 
competition of entrepreneurs for labour must at 
that moment be driving money wages upwards. 
Thus the rate at which money wages rise wiU neces- 
sarily Ije whatever is required to maintain equahty 
between the marginal efficiency of capital and the 
rate of interest. The more rapidly are the ex- 
pectations of entrepreneurs revised the more rapid 
wiU be the rise in money wages. Expectations 
.will be revised more rapidly as experience teaches 
the entrepreneurs that a rise in costs in their own 
industries is accompanied by a rise in prices in 
others. Thus the rate of rise in money wages wiU 
accelerate as time goes by. In the limit, as we have 
seen, if expectations are revised instantaneously 
money wages must rise indefinitely fast. 

We have so far considered expectations in the 
minds of investment entrepreneurs as to the effect 
of a rise in wages, which has already occurred, 
upon the future prices of consumption goods. We 
must now consider expectations about the future- 
course of wages fcthemselves. It is possible that 
the rise in money* wages may set up an expectation 
that they wiU fall again in the future. Such an 
expectation would gartiaUy or completely offset 
the effect upon the inducement to invest of the 
initial reduction in the rate of interest. Thus 
an expectation that wages will fall in the future 
retards their rise in the present. But since there 
is nothing ih. the situation actually to bring about 
a fall in wages the expectation of a fall will weaken 
as time goes by, and as the inducement to invest 
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recovers the competition for labour will once more 
sSt in. Experience will soon teach the entrepreneurs 
that when labour is scarce a rise in wages is likely 
to Mad to a further rise, and when their education 
has reached this point each rise in wages will en- 
hance the inducement to invest and so precipitate a 
further rise. Thus there is an additional reason to 
expect that the upward movement will be slow at 
first but continuously accelerating. 

On the assumption that changes in money 
wages are communicated instantaneously from 
industry to industry, equilibrium is preserved, 
with rising wages and prices, at the point of full 
emplo3mient, and the rate of investment (reckoned 
in wage units) does not increase when the rate of 
interest falls. If wages are not adjusted instant- 
aneously there may be some transfer of labour 
between industries. Let us suppose that wage 
bargains can only be altered by discrete steps and 
at ^screte intervals of time. When the rate of 
interest falls the inducement to invest is increased 
^nd enjployers in the capital-good industries offer 
a rise in wages in order to attraet more labour. 
The employers in consumption-good industries may 
be supposed to lag behind, and for one bargaining 
period they must submit to losing part of their 
labour force to the investment industries. In- 
vestment reckoned in wage units will therefore 
increase. The additional investment incomes will 
be partly spent upon a now diminished supply of 
consumption goods, and profits will rtee to the 
point at which there is an addition to saving equal 
to the addition to investment. But the original 

21 



FULL EMPLOYMENT 


ratn of output of consumption goods was in equili- 
brium with the original rate of investment. NoV 
investment has increased and the profitability of 
the original output of consumption goods" has 
been raised. Entrepreneurs producing consumption 
goods are therefore under an incentive to attract 
back into their industries the labour that they 
have recently lost. If they succeeded in attracting 
it back again investment would fall off, and the 
surplus profits due to a scarcity of consumption 
goods would disappear. But now investment 
would have been forced back below the level at 
which the marginal efi&ciency of capital is equal 
to the reduced rate of interest, and the investment 
entrepreneurs would once more endeavour to tempt 
labour away from the consumption entrepreneurs. 
Thus we may either imagine that there is a per- 
petual tug-of-war between the two groups, each 
suffering a contraction when the other succeeds in 
expanding,^ or we may suppose that the investment 
entrepreneurs, after snatching an initial advan- 
tage, retain, it by keeping the wages th|-t they 
offer always a little ahead of those offered in the 
consumption-good industries. In either case a con- 
tinuous rise in money wages must occur, each suc- 
cessive bargaining period leading to an increase'" in 
tlie bids of the rival industries for labour. 

We have so far ignored the effect of contracts 

^ This a3T€ilysis bears a superficial resemblance to that of 
Frdfessor Hayek (Fnces und Production^ Lecture III). But his 
attempt to dSscuss the course of the trade cycle upon the assump- 
tion of full employment leads to many difficulties, and it appears 
impossible to find any genuine point of contact between his argu- 
ment and the above 
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fixed in terms of money, money wages and 
prices rise tlie purchasing power of incomes fixed 
in terms of money is continuously reduced, and 
real 'profits are swollen to a corresponding extent. 
If the expenditure of entrepreneurs is increased 
by less than the expenditure of rentiers is reduced, 
some labour will be released from the consumption 
trades and can be absorbed in the investment 
trades.^ Moreover the labour supply may be aug- 
mented by rentiers who are forced to start earning 
to supplement their vanishing real income. It 
is conceivable that the labour made available in 
these ways might be sufficient to meet the increase 
in demand in the capital-good industries set up by 
the initial fall in the rate of interest. In that case 
the level of money wages would come to rest after 
a certain point. In other words, 'flte rise in money 
wages may reduce the propensity to consume of 
the community, and may increase the amount of 
labour corresponding to full employment, and this 
may occur to a sufficient extent to allow such an 
increase in investment (reckoned in wage units) as 
reduce the marginal efficiency of capital to 
equality with the rate of interest,* even if money 
wages become cbnstant. Against this possibility 
mdst be set the fact that after prices have been 
rising for a certain time an expectation is likely 
to be set up that they will rise further in the future. 
This, as we have already seen, will further enhance 
the inducement to invest, since it will lead to a 

^ It IS this phenomenon which provides the most precise 
meaning which can be attached to the much abused phrase 
forced saving ” ; cf. General Theory, p. 80. 
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rise in the present price of all durable goods 
over and above the rise initially caused by the 
fall in the rate of interest. But it will also have 
the effect of reducing the incentive to save, since 
the amount of consumption, sacrificed in the 
present by an act of saving, is greater than the 
amount of purchasing power made available by 
it in the future, '-^he purchasing power of money 
-over perishable goods is expected to fall in the 
future, and purchasing power over durable goods 
has fallen in the present.^ Thus it is far more 
likely that, on balance, the propensity to consume 
will be increased than that it will be diminished. 
In so far as it is increased the competition for 
labour of the consumption trades becomes hotter 
and the pace of the rise in money wages aU the 
more violent. 


4 

Our analysis has been conducted upon the 
unreal assumption of perfect mobility of labour 
between trades and localities, but it is cl^ar that 
the main concl%ision, that conditions of scarcity of 
labour are calculated to lead to a rapid and ac- 
celerating rise in money wages, is likely to hold 
good on mere realistic assumptions. The general 
upshot of our argument is that the point of full 
employment, so far from being an equilibrium 
resting place, appears to be a precipice over which, 
once it has reached the edge, the value of money 
must pluhge into a bottomless abyss. But our 
discussion has been based upon the assumption 

^ In short, the “ real ” rate of interest has fallen. 
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that the initial cause of an increase in effective 
d^and retains its force when money wages rise. 
This assumption must now be revised. 

A»rise in prices and incomes leads to an increase 
in requirements for money balances in the active 
circulation. This tends to reduce the amount 
a^vailable for inactive balances and so causes the 
rate of interest to rise.^ The case which we have 
been considering, for the sake of illustration, in 
which a reduction in the rate of interest is main- 
tained in the face of a considerable rise in money 
wages is not a case which can normally occur. 
Before the value of money has bounced more than 
once or twice against the wall of the cliff as it falls, 
a rise in the rate of interest draws taut the rope that 
holds it and brings it to rest. KThe rise in interest 
checks investment and continues to the point at 
which sufficient unemployment occurs to prevent a 
further rise in wages.'^ Most often the movement 
of wages is reversed by the reaction, and the 
laborious task of hauling the value of money up 
again begins to be carried out. The rope which 
h^ds tSe value of money is a linjitation on its 
supply. This may be due to natqral causes (as 
in a primitive metallic system), to legal restric- 
tions, or tp the deliberate policy of the monetary 
authorities. 

This safeguard acts even in a closed system. 
In an open system it is reinforced by the effect of 
rising money wages upon the balance of trade. Yk. 
rise m wages in any one country will weaken its 
international competitive position, lead to a decline 

^ See General Theory^ p* 171. 
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in-jexports and increase in imports and so tend to 
cause tmemploymenty' The release of labour from 
the industries producing tradeable goods will have 
a direct effect in checking the rise iii money wages, 
and the decline in the balance of trade will have an 
indirect effect, by raising the home rate of interest.^ 
If the monetary authorities refuse to allow the 
exchange rate to depreciate, this rise in the rate of 
interest will be pushed to the point at which 
sufficient unemployment is caused to bring the rise 
in money wages to an end. Thus, in an open 
system, even the gradual rise in money wages 
which occurs before full employment is reached 
is held under strong restraint, unless the movement 
is world-wide. 

But even if the monetary authorities are not 
actuated by the necessity of preserving stable ex- 
changes they have strong motives to prevent an 
immoderate rise of prices, and legal restrictions 
upon the supply of money are primarily designed 
to force them to do so. Moreover, a lively sense 
of the horgors of inflation is sucked up with the 
milk of the mothers of bank presidents, and, indeed, 
the process of- checking a rise in money wages is 
usually set to work long before the point of full 
employment is actually reached.** yin the imagtna- 

^ See p. 202. 

® When a precipitate rise in prices is once under way the task 
of the banking system is hkely to be rendered more difficult by a 
violent fall in liquidity preference. When the eiqpectation has 
once taken root that the purchasing power of money is likely to fall 
in the future every holder of money has a powerful motive to get 
rid of it, and m order to ensure a rise m the rate of interest the 
stock of money, measured in wage units, must be reduced much 
below its former amount. Moreover^ once the expectation of a 
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tion of monetary reformers the ideal banking system 
controls its policy in such a way as to avoid un- 
employment. But in reality the first duty of 
banking authorities, imposed upon them alike by 
law, tradition and sentiment, is to prevent full 
employment from being attained. And in the 
n&rmal course they carry out their duty with 
devotion and success. 

It appears, then, that in normal circumstances 
the danger of a complete collapse in the value of 
money is not greatly to be feared, even when the 
level of unemployment is low. First of all, the 
reaction upon expectations will usually ensure that 
a rise in wages is at first very slow. Thus a chance 
increase in the quantity of money, or in the mar- 
ginal efficiency of capital, which is reversed soon 
after it has occurred, will not precipitate an in- 
flationary situation. There is sufficient stabihty 
in the system to prevent it from being pushed over 
the precipice at a touch. Second, a persistent 
impulse to an increase in effective demand, even if 
it is strong enough to carry the system lo full em- 
ployment, will be reversed before it has gone very 
far by a rise m the rate of interest. 

T^ese safeguards are normally strong, but on 
certain notable occasions in history they have' 
failed to act. When a movement towards full 
employment occurs in a situation in which the 

future rise m prices has increased the propensity to consume and 
raised the marginal efiSoiency of capital, the rise m l&e rate of 
interest which will be adequate to check investment and cause 
unemployment is very much increased. It is for this reason that 
it IS easier to nip inflation in the bud than to fell the bean-stalk 
once it has begun to grow. 
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government cannot balance its budget, then ^he 
rope snaps which holds the value of money, and 
the ba nkin g authorities can only gaze helpless over, 
the edge of the abyss. 

v-The movement towards full employment may 
itself be due to a heavy budgetary deficit, which 
leads to an increase in effective demand. Or It 
may be associated with a collapse in the exchange 
rate due to external causes. _ A violent fall in the 
foreign exchange may lead to an increase in home 
employment and set up, for this reason, a tend- 
ency for money wages to rise. But it has also 
a more direct effect. The sudden rise in the price 
of imported goods will be followed by a rise in 
home prices and the cost of living will be vio- 
lently increased. Even apart from an increase 
in employment this is likely to lead to a demand 
for higher money wages, for the cost of living is 
a powerful influence, though not the only in- 
fluence, upon Trade Union policy.^ A collapse of 
the exchange creates budgetary difficulties where 
there are government obligations fixed in terms of 
foreign currencies. The deficit may itself shake 
foreign confidence and cause the collapse of the 
exchange. Or a common cause, such as war-time 
sactivity, may be -producing both a deficit and full 

^ If the rise in prices is sufficiently severe the standard of life 
will fall (unless money wages are raised faster than the escohange 
collapses) to the point at which physical efficiency is unpaired, A 
reduction in the number of unemployed workers will then take 
place even if there is no increase m effective demand, for each 
employer, to maintain his output, will have to employ fnore men 
to make up for the reduction in output per man. This will rein- 
force ihe tendency for money wages to rise, and may even lead 
to conditions of full employment. Cf. p. 179. 
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eujployment. Thus it is no mere coincidence that 
a movement towards full employment, on several 
occasions, has occurred in conjunction with a 
heavy budget deficit. 

The^ existence of the deficit robs the monetary 
authorities of their power, ^^^he government may 
b^ financing itself by borrowing from the public, 
and, if so, they wiU not countenance a determined 
effort to keep the rate of interest high. But more 
often, in such cases, they are driven to borrow from 
the central bank itself. Thus, since central bank 
assets form the basis of credit, the authorities are 
compelled willy-nilly to increase the supply of 
money,^ and the rope frays and snaps m their 
hands.* 


5 

The foregoing discussion suggests some re- 
flections upon the ideal policy for monetary 
authorities to pursue. Obstacles, perhaps in- 
superable, to the control of employment and prices 
are presented by the fact that a regime of private 
enterprise is subject to violent bscillations of 
sentiment, which must be counterabted by public 

klxe popTJIar view that a budget deficit is the cause of mfiation. 
can therefore be Justified. But it is unfortunate that this weK- 
founded belief should have been so commonly extended into the 
opinion that any pubhc pohcy calculated to reduce unemployment 
IS mflationary ” and should be avoided with care. 

® The most notorious of all inflations is- not exactly fitted by 
this account, for the Beichsbank in 1921 was acting upon a 
policy of “ meeting the needs of trade ’’ and did not*attempt to 
limit the supply of money. The bank itself cut the rope. But 
even if it had not done so, friction on the edge of the precipice 
would soon have worn it through. 
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pdicy if the system is to run smoothly.^ A 
discussion of these obstacles lies outside the sphere 
of our present inquiry, but there are other prob- 
lems which it may be useful to discuss, even' upon 
the unrealistic assumption that these obstacles 
do not exist. We will consider, therefore, a com- 
munity within which manipulation of the rate of 
interest, supplemented, by public-works policy, 
is adequate to control the level of investment an'd 
consequently of employment.® 

Let us first suppose that the object of policy is 
to maintain a high level of employment, 
the real world, in which labour is not perfectly 
mobile between trades and localities, absolutely 
full employment will normally be unobtainable.® 
And even if full employment were attainable, it 
would create, as we have seen, acute instability of 
prices, a slight miscalculation in the forward direc- 
tion leading to a rapid and accelerating rise in 
money wages.v Our authorities must therefore be 
presumed to leave some margin of safety and to aim 
at a level qf employment somewhat short ,pf full,® 

If Trade Unions are powerful this will entail 
that employment lies above the upper critical 

^ General Theory ^ p. 320. 

® If a poajtioa is reached in which a level of investment 
^equate to promote th§ desired level of employment is unattam- 
able, it may be postulated that measures will be taken calculated 
to increase the propensity to consume. 

* See below, p 68. 

* A moderate amount of unemployment is not a very serious 
social evil so long as it is distributed very widely over the workmg 
population %nd so long as dole provisions are generous. It then 
amoimts to an occasional enforced holiday on reduced pay, which 
may be a hardship for some individuals but will be almost wel- 
comed by others. 
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lefel, at which money wages rise, and, supposing 
our authorities to obtain their objective, prices 
will move constantly upwards, though not in the 
violeht manner characteristic of a very close 
approsdmation to full emplo5mient. The policy of 
maintaining a high level of employment will there- 
fore entail a cumulative increase in the quantity 
of money, at whatever pace is sufficient to maintain 
the rate of interest at the required level. If this 
policy is followed in one country only, it will entail 
a cumulative fall in the foreign exchange rate. '-For 
a country largely dependent upon foreign trade 
changes in the outside world may, at frequent inter- 
vals, place the desired level of employment entirely 
outside the bounds of possibility. But the effects 
of a rising level of wages, in itself, can be offset by 
a corresponding depreciation of the exchange.^ 
i/The benefits of a high level of employment (sup- 
posing it to be within the power of our authorities 
to obtain them) can thus be secured at the expense 
of two evils, a constant depreciation of wealth and 
inpome% fixed in terms of money, and the sacrifice of 
exchange stability.'/ In so far as the^pursuit of such 
a policy tends to set up an expectation of rising 
prices in the future, this will, on our assumption 
that movements of opinion nevej get cut of hand, 
lighten the task of the authorities in maintaining 
a high level of employment, by increasing the 
propensity to consume and increasing the induce- 
ment to invest. But an expectation of a falling 

1 See below, p. 205. A movement m money wages is never 
likely to be so uniform in its efect, as between mdustnes, as a 
movement m the exchange rate. Relative changes in employment 
and in real wages are therefore likely to result from this policy. 
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exf&hange rate in the future creates serious diffi- 
culties, for it udll set a premium upon foreign as 
opposed to home lending and so tend to drive 
up the home rate of interest.^ Thus the policy 
of maintaining a high level of employment can 
be pursued in one country in isolation only if it is 
implemented by a high degree of control ov^ 
foreign lending.® ' 

A more common objective of policy is stability 
of the exchanges. This requires that so long as 
money wages are rising the rate of interest must 
be continuously raised in order to redress the 
balance of payments. The level of employment 
will therefore be forced continuously downwards 
until the point is reached at which money wages 
cease to rise. VUie policy required for exchange 
stability is a level of unemployment sufficiently 
high to prevent money wages from rising. This 
is, in general, the basis of the policy actually pursued 
by monetary authorities under the regime of the 
gold standard.® 

A third-<objective of policy, which has befsn 

^ See below, p, ^00. 

® The marked relative fall m the British rate of interest which 
has occurred since the gold standard was abandoned m 1931 only 
became possible after expectations of a further fall in the sterlmg 
exchange rate had disappeared. It was brought about partly by 
a certain degree of official control over foreign issues, and partly by 
a general political situation and uncertamty about the future 
course of world exchange rates, which strongly discouraged foreign 
lending. In stable conditions a mere embargo upon foreign issues 
would be insufficient to defend the home rate of interest against 
outside influences, for it would always be open to holders of home 
securities to transfer into foreign securities already in existence, 
or to lend at short term m foreign money markets. 

« See below, p, 208, for a further discussion. 
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mteli canvassed, is stability of the price le’C'el. 
This conception raises the question of what exactly 
is meant by the price level. Stability of prices can 
only mean stability of a particular index number, 
and when one index number is stable others will be 
altering. In so far as stability of the price level 
iS regarded as desirable on grounds of social justice, 
this objection is no mere quibble, but cuts at the 
foot of the whole idea. For the same policy which 
will ensure a stable real income for one set of in- 
dividuals win cause fluctuations in the real income 
of others, who spend their money on different com- 
modities or on the same commodities in widely 
different proportions.^ We will suppose, however, 
that circumstances in our community are such that 
this objection is unimportant and that an index 
number can be chosen which gives reasonably 
consonant results for all sections of the price level. 

v-dt is sometimes argued in favour of a policy 
designed to stabilise prices that it will ensure 
stability of employment. Now, it is true that a 
change in effective demand will lead 4o a change 
in prices. But prices will also alter if either 
efficiency or the level of money* wages alters. 
Stable employment will be associated with stable 
prices only if efficiency is constant and employ- 
ment lies within the neutral range, so that the level 
of money wages is constant. V Any rise in money 

^ A reducUo ad dbmrdum of the index number idea is provided 
by the use of the Cost of Livmg Index, based on the consumption 
of a family with an income of 36s, a week in 1904, to regulate the 
bonus payable to First Class Civil Servants. 

® Of. Harrod, Th& Trade Cyde, p. 1 17, where a similar argument 
is put forward. 
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wages must be offset by a sufficient reduction ^in 
effective demand to prevent prices from rising,^ 
and an increase in effective demand will only be 
permissible if wages fall. 

If efficiency is increasing as time goes by, lyhether 
because of improvements in technique or merely 
because of the gradual accumulation of capital, 
then, with constant money wages, there is a tend- 
ency for prices to fall. Stability of prices then 
requires that the level of employment shall be 
held sufficiently high to induce just that rate of rise 
in money wages which will offset the effects of increas- 
ing efficiency, and the level of employment must be 
made to fluctuate with the rate of industrial progress. 

Thus k^ohcy of maintaining stable prices (sup- 
posing that such a policy can be formulated in a 
practicable manner) is by no means equivalent to 
a policy of maintaining stable employments^ More- 
over, in so far as employment is the criterion, it is 
a high rather than a stable level which is desirable. 
It can, indeed, be argued that a moderate level ol 
employment is the best objective, since thq attain- 
ment of a higli. level at one time may make a low 

^ The unreality of arguments conducted m terms of the price 
level IS here clearly exposed. When a general rise in money 
wages occurs 4t is moonceivable that the authorities should be 
able to engmeer a redii?stion in eJB^ective demand calculated to 
restore the price of each particular commodity to its former level 
and the Judgment as to what is a sufficient reduction m e:ffective 
demand to restore the average of prices will turn upon the index 
number which happens to be selected. The increase in unemploy- 
ment required to keep any given index number stable m face of a 
general rise in wages will be greater the greater is the elasticity of 
supply of the commodities entermg into it. If the elasticities are 
high and the rise m wages large there may be no decline in effective 
demand great enough to give the required result. 
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le"^! harder to avoid at another, ^ but this ie* a 
question ■which must be debated on its own merits. 
To introduce the criterion of stable prices is merely 
to cohfuse the issue.® 

In so far as stable prices are regarded as desir- 
able for their O'wn sake, as contributing to social 
j«stice, it must be recognised that justice to the 
rentier can be achieved only by means of the in- 
justice to the rest of the community of maintaining 
a lower level of effective demand than might other- 
■wise be achieved. We are here presented with a 
conflict of interests which a priori reasoning can 
do nothing to resolve. It is a conflict of which 
modem communities, learning from experience 
rather than from the teaching of economists, are 
becoming increasingly aware, and actual policies 
are largely governed by the rival influences of the 
interests involved. 

A fourth criterion of policy might be found in 
promoting the best interests of wage earners. We 
are here presented with a fundamental dilemma. 

increase in employment in the short period will 
normally be accompanied by a faUun real wages, 
because, with fixed equipment, an increase in output 
is accompanied by a rise in prices more than in 

1 General Theory y p. 327. 

^ The policy, which is sometimes advocated, of mamtaming a 
constant level of money incomes is even more deleterious to 
employment than a pohey of maintaining prices stable For it 
would require that employment should be kept below the upper 
critical level even when there is an increase in efficiency. To 
examine the effects of a policy of mamtaining constant the 
effective quantity of money’’ (MV) would merely be to explore 
the confusions which result from an application to actual problems 
of an over-simplified Quantity Theory of Money. 
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proportion to any rise there may be in mo^ey 
wages. Thus we are presented with a choice be- 
tween more employment with lower real wages 
and less employment with higher real wages. 

It is important to observe that it is not always 
the same individuals who gain on the one tack and 
lose on the other. -OPThen effective demand in- 
creases, a man who is perfectly secure of his job 
feels only the loss from the faU in real wages, while 
a man who was formerly out of work feels only 
the gain from the increase in employ mentT We 
must therefore strike a balance between the in- 
terests of various groups of workers. vJ^^employ- 
ment was shared equally amongst all individuals 
there would be, in any given circumstances, one 
level of employment at which the annual real 
income (from wages when in work and from the 
dole during spells of unemployment) of a repre- 
sentative worker would be maximised, and this 
level of employment might be regarded as the 
proper objective of a policy designed in the interests 

of labour, vfeut, in fact, unemployment falls |,ar 
'I * 

^ In an open system it is possible that an mcrease in employ- 
ment may occur without causmg a fall in real wages. For if, 
when home investment increases, money wages rise and the 
exchange is held constant, the purchasing power of the wage 
earner over imports majr be increased to an extent sufficient to 
oHset the dimmution in purchasmg power over home produced 
goods. But, if a rise in money wages is not offset by a fall m the 
exchange rate, not only will the proportion of secondary employ- 
ment falling abroad be increased, but the home rate of mterest 
will have to be raised. The increase in home employment which 
it is possible to engineer in these circumstances will at best be 
extremely limited* (Of. Kahn, ** The Belation of Home Invest- 
ment to Unemployment ”, Economic Journal, June 1931, p. 176.) 
For the effect of an mcrease m employment brought about by 
means of an increase in the foreign balance see below, p. 217. 
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mc*re heavily upon some individuals than upon 
others, and there is no one level of employment 
which can be regarded as the most desirable for all 
of them. 

It is.clear, however, that weight must be allowed, 
upon some system or other, to a fall in real wages 
^ against an increase in employment. In general 
it may be said that something appreciably short 
of full employment must be regarded as the opti- 
mum. In some circumstances there wiU be a fairly 
clear indication of the most advantageous pohcy. 
^s employment increases from a low level the 
corresponding fall in real wages will at first be very 
shght, but after a certain point approximately full 
capacity will be reached in a number of industries 
and a further increase in employment will lead to 
a rapid rise in prices and fall in real wages. In 
such circumstances it would be reasonable to aim 
at a level of employment Just short of the point at 
which a sharp fall in real wages sets in. Where no 
such clear in^cation exists, and in particular, in an 
open system, where the influence of^he external 
position is important, our policy can only be based 
upon a rough and indecisive balance of contra- 
dictory considerations. 

'This argument apphes to a strictly short-period 
point of view. It is also necessary to balance the 
present against the future. A high level of invest- 
ment, though it may lead to a low level of real wages 
in the present, is calculated to produce a rising 
level of real wages in the future. Thus long- 
period considerations tell in favour of a higher level 

1 Of. p. 176. 
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ofeemployment than that indicated by the inamedi- 
ate effect upon real wages, and from a long-period 
point of view the dilemma presented by the choice 
of an optimum level of employment is much less 
acute. ^ 

The control of policy is, in a certain sense, 
divided between the Trade Unions and the monetai^ 
authorities, for, with given monetary conditions 
the level of the rate of interest is largely determined 
by the level of money wages. sufficient rise in 
money wages will always lead to a rise in the rate 
of interest and so check an increase in employment.^ 
Thus a combination of Trade Unions sufficiently 
strong to control the level of money wages would 
be faced with the problem of balancing a gain in 
employment against a loss in real wages, and they 
might be supposed to aim at establishing what 
appears to them to be the optimum level of employ- 
ment, taking account of the interests of employed 
and unemployed workers, and allowing weight to 
future as against present benefits. \>5lie two critical 
levels of entgloyment at which wages alter woiid 
then coincide 'at the optimum level of employ- 
ment and the*optimum level would be endowed 
with all the characteristics of full employment.® 

^ An mcrease in employment brought about purely by an 
mcrease m the propensity to consume has of course no beneficial 
long-period reaction upon the level of real wages. 

2 In argumg that a strong tendency for money wages to rise 
is in a sense mnnical to employment, it is important not to lose 
sight qf the fact that the existence of strong Trade Unions, by 
reducing monopsony, tends to promote a high level of employment. 
Cf. p. 8, note. 

® If the Trade Unions acting in concert were to decide upon a 
certam minimum of real wages for employed workers, they would 
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In '•)ractice, as we have argued, Trade Union polic:^^ 
is not conceived in these terms, and even if it is 
possible to distinguish, in reality, a clearly marked 
critical level of employment at which money wages 
rise, there is no reason to suppose that it corre- 
sponds to any definite conception of an optimum 
level of employment. 

Moreover, Trade Union policy is only very 
loosely co-ordinated, and since the duty of each 
Union is to regard only the interests of its own 
members, gains and losses are very unevenly dis- 
tributed between industries.v^ Those Unions which 
are in the strongest position (either because of 
better organisation or because of a more favourable 
situation in their industries) will secure the greatest 
rise in money wages when an upward movement 
occurs, and so secme less than the average fall in 
real wages. vAnd it is by no means necessarily the 
case that those Unions which gain the greatest real 
wages will suffer the largest share in unemployment. 
Trade Union policy, as it works out in practice, 
cannot be reduced to terms of even ar^^snconseious 
decision as to what is in the best interests of “ labour 
as a whole ” 

bring an increase m employment to an end when that minimum 
was reached Mr. Keynes’ psychological mterpretation of full 
employment would then be the corre'ct one, although th© 
mechanism by which the limit was set to employment would 
be a rise m money wages, not a direct “ withdrawal of labour ” 
{General Theory, p. 6). In stable conditions this policy would 
mvolve a gradual mcrease in employment as capital acctimula- 
tions and improvements in technique raise the level of real 
wages corresponding to a given level of employment^ a higher 
rat© of real wages in the present being secured at th© expense, 
not only of more unemployment m the present, but also of a 
slower rate of progress in the future. 
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1 

It is sometimes maintained that the causes of 
unemployment can be divided into two distinct 
groups: factors which show themselves ia a low level 
of effective demand, and frictions which prevent 
workers from moving from place to place or from 
trade to trade in search of employment. One part 
of unemployment, it is said, can be cured by in- 
creasing effective demand, while another part can 
be cured only by removing the frictions. But it 
is doubtful if this conception can be given any 
useful meaning, for the frictions and the move- 
ments of effective demand act and react upon each 
other and are inextricably bound up together. 

On the one hand, the strength of the frictions 
largely de n^^ ds upon the state of effective demand. 
When the geheral level of employment is* high the 
frictions are •weak. Labour will be moved more 
easily from declining industries or districts when 
^ other industries are expanding rapidly. A* man 
will move house or learn a new trade with a better 
heart if he is certain of getting a job when he has 
done so. A man who has thrown up one job will 
fibad another more readily when the demand for 
labour is high. Employers will find it less easy to 
indulge ia the luxury of a “ reserve of labour ” 
when other firms are offering steady employment. 
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Tli«.re mil be an incentive to dovetail occnpatioiis 
when workers are able to refuse to be lured into a 
seasonal trade. vd?he man who is “ unemployable ” 
In bad times will find, when labour is scarce, that 
his services are required after all. Thus the fric- 
tions will be more easily and more rapidly over- 
come the higher is the level of effective demand.v 
s/On the other hand, the frictions themselves 
modify the action of the infiuences which lead to 
changes in effective demand. '^The manner in which 
this occurs must be examined at some length. 

First of all,'^t is necessary to bear in mind the 
distinction between specialised plant or land and 
specialised labour. v/When plant or land is scarce 
relatively to the demand for it, profit and rent 
incomes in the industries concerned are raised 
relatively to wages, and thriftiness is consequently 
increased.^ It is therefore obvious in what way 
immobility of these factors of production may exert 
a drag upon an increase in effective demand. But 
the influence of immobihty of labour cannot be so 
easjly accounted for. 

Before proceeding with our argunient we must 
inquire in what circumstances does the problem of 
immobility arise. When workers are reluctant to 
move, they form separate groups, each attached to 
a particular trade, and the proportions in which the 
supply of labour is divided between trades is deter- 
mined by what has been the demand for labour of 
each type in the more or less recent past. If 
effective demand always moved up and down in 
the same well- worn channels, a supply of each type 

^ See p. 15. 
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O'* labour would always be ready waiting to meet 
demand for it, when effective demand expanded, 
and the question of mobility would not arise. There 
would be no motive for workers to* move, and their 
willingness to move could have no effect on employ- 
ment. But actually tastes and techniques alter as 
time goes by, while dijBferent causes of expansion 
lead to demands for particular types of labour in 
different proportions — ^an expansion due to a fall in 
the rate of interest will stimulate a different selec- 
tion of trades from those stimulated by an increase 
in the propensity to consume. 'Therefore any given 
increase in effective demand is likely to reduce un- 
employment amongst some groups of workers much 
more than amongst othersY^ This may react upon 
the level of effective demand in three chief ways. 

First, it much enhances the importance of the 
t3q)e of monopsony arising from an employer’s con- 
vention against bidding up wages when the demand 
for labour exceeds the supply.^ A scarcity of 
labour may be felt in particular trades long be- 
fore unemployment has everywhere dis^pea:pBd. 
Where the convention is strictly observed wages 
fail to rise, but the price of the commodity rises to 
the point at which the demand for it is equated 
to the hmited supply. Profits per imit of oiftput 
’increase, and thriftiness consequently increases.® 
Thus increasing monopsony exerts a drag upon the 

^ See p. 16. 

® If prices do not rise customers may be rationed by delay m 
meeting orders. The customers are then induced to save while 
waiting to spend, and an increase m thriftiness is brought about 
by a diSerent route. Thriftineas is here used in the sense of the 
propensity to save of the oommxmity as a whole ; see p* 61, note, 
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increase in effective demand, similar to the drafg 
exercised by scarcity of specialised plant. 

We are here faced with a phenomenon which 
mighty perhaps, be correctly described as “fric- 
tional unemployment There are tmfilled vacan- 
cies in some industries, while there are unem- 
ployed men vainly hoping to find work in others, 
and an increase in mobility, by making it possible 
for employers in the trade where labour is scarce to 
take on more workers at the ruling wage rate, would 
lead to a net increase in employment. But the 
removal of frictions, in this case, increases employ- 
ment only because it lifts the brake of increasing 
thriftiness which monopsony applies to the wheel 
of effective demand. 

l^econdly, immobility of labour enhances the 
tendency for money wages to rise (in the absence 
of monopsony) when effective demand increases. 
Where labour is divided into distinct groups there 
will be a critical level of employment, within each 
group, at which money wages begin to rise, and this 
critical Roint is passed in some industries when 
effective demand expands while imemployment in 
other industries is still very great. Thus a rise in 
money wages is likely to set in at an earlier stage 
when labour is immobile than when it mo'^es freely. 
vA rise in money wages imposes a check on the 
expansion of effective demand, by forcing up the 
rate of interest and reducing the balance of trade. 
Moreover, a rise in wages which is not expected to 
last has a powerful effect in reducing the incentive 
to invest,^ and it is likely that a rise in wages in 

* General Theory, p. 263. 

43 



MOBILITY OF LABOUR 


p2irticular industries, which occurs when the general 
level of unemployment is still considerable, will not 
be expected to last, since mobility is always greater 
in a longer run than in a shorter run. '^hus we find 
once more that immobility constitutes an impedi- 
ment to an expansion of effective demand: 

Thirdly, the existence of immobility will cause 
an expansion of effective demand to be accom- 
panied by a change in relative wage rates. If 'it 
should happen that labour of the types required by 
consumption-good industries is in general less 
plentiful than labour of the t 3 q)es required for 
investment, an increase in effective demand is 
likely to be accompanied by a relative rise in wages 
in consumption-good industries. In this case the 
reaction upon effective demand is in the favourable 
direction. For the marginal efficiency of capital is 
raised, and investment stimulated.^ Or, to look at 
the same thing in another way, a rise in the price 
of labour in the finishing trades stimulates the 
demand for its substitute — ^labour devoted to pro- 
ducing capital instruments. Such an ^bitisary 
alteration in methods of production may be un- 
desirable on^general grounds, but so far as the 
immediate effect upon employment is concerned it 
is beneficial.® 

» Cf. p, 19. 

* Mr. Hicks (Economic Journal, June 1936, p. 246) suggests that 
the labour supply available for consumption -good industries will 
often be fully absorbed into employment while there is consider- 
able unemployment in the investment industries. But he takes 
no account of the fact that a rise in relative money wages in the 
consumption trades raises the marginal efficiency of capital, and 
so tends to keep the high rate of mvestment alive, in spite of the 
rise in the rate of mterest which may result from the rise in money 
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There is, however, more reason to expect that, 
on balance, wages in capital-good industries will be 
raised ^relatively, to wages in consumption-good 
industries. If this occurs, the marginal efficiency 
of capital is lowered, and the inducement to invest 
is reduced. (. It is here that the frictions produce 
their most powerful and most baneful effect. 

vLack of mobility into investment trades pre- 
sents one of the most formidable obstacles to an 
increase in employment when an increase in effec- 
tive demand tends to occur, and one of the most 
serious difficulties in the way of a policy designed 
to maintain a high level of emplojrment in face 
of a tendency for effective demand to decline*-^ If 
the capital-good industries cannot readily expand, 
manipulation of the rate of interest wUl be powerless 
to increase investment, and pubho works schemes 
will, beyond a certain point, merely lead to a decline 
in private investment, '^o-operation on the part 
of Trade Unions might be conceived to prevent a 
rise of money wages from occurring until the whole 
of the laJbour available in a particular trade is 
absorbed into emplo3nment, but when this point 
is reached further expansion depends entirely upon 
new recruitment. ^ A weU-balaneed pohcy of public 
works may lead to an increase in employment over 
a wide selection of capital-good industries, whereas 
concentration upon a few lines will check invest- 
ment at a lower level, when the supply of one or 

wages in the consiimption trades. If, per impossiMe, the rate of 
interest was held consta^t when there was full employment m the 
consumption trades, the rise of money wages in the consumption 
trades would ultimately lead to full employment in the investment 
trades also V Cf. p* 1% ^ote. 
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two particular t 3 rpes of labour is fully employed. 
But circumstances may easily arise in which all- 
round fuU employment cannot be reached, no 
matter how wisely public works schemes are 
planned ^ and no matter how low the rate ef interest 
is forced. Suppose that the Multiplier is equal to 2 
(that is, one man is put into work in consumption- 
good industries for every man put into work in 
investment), that 3,000,000 men are unemployed 
and that the number who are available for work in 
investment-good industries is 1,000,000. Then, 
however perfect the control of the authorities over 
the rate of investment,® imemployment cannot be 
reduced below 1,000,000 men.® 

It is natural to expect that there shordd be a 
scarcity of labour in the capital-good industries 
relatively to the number which would have to be 
employed in order to secure all-round full employ- 
ment, for, m the ordinary course of the ups and 
downs of trade, employment in the capital-good 
industries must, in the nature of the case, fluctuate 
more than-Hhe average of emplo 3 ment,®«-and It is 

^ This is not strictly aconrate, for, if labour is immobile, it 
is always possibSe to carry the work to the labour by devising 
schemes, m each locality, which require no special skill. It is m a 
case of this sort that the famous expedient of digging holes in the 
ground is fully justified. 

^ It would, of course, stiU be possible to resort to measures 
calculated to increase the propensity to consume. 

® It IS sometimes maintained that it is impossible, for this 
sort of reason, much to mcrease the level of employment in Great 
Britain at the present time. But this argument can only come 
into play^^when there is a neghgible amount of unemployment in 
all the mam investment trades. 

The marginal propensity to consume is less than the average ; 
the Multiplier is consequently less than the ratio of employment in 
the whole of industry to employment m the capital-good industries. 
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in the interests of the workers concerned to keep 
their numbers down to minimum rather than maxi- 
mum ^requirements. They are likely to be most 
successful in doing so precisely in those skilled 
crafts for which substitutes are hardest to find. 
Moreover, even if Trade Union regulations are not 
framed with this object, workers will naturally 
avoid, as far as they are able to choose, those trades 
in which the chances of unemplo3!Tnent are most 
severe. Thus workers wiU prefer to attach them- 
selves to the consumption-good industries, and the 
labour force of a country may fail to divide itself 
between industries in such proportions that full em- 
plojmaent can ever be attained. The only solution 
for this problem appears to lie in some scheme by 
which the principal crafts in the investment trades 
should have attached to them a number of reser- 
vists, so that a man trained, say, as a bricklayer 

Suppose that the Multipher is 2, and that capital -good industries 
represent J of the whole. Then a decline of 20 per cent, in 
investment will brmg about a decline of only 4 per cent, m con- 
sunrption-good industries. The observed fact that capital-good 
industries 5re the most fiuotuatmg is sometimes accounted for m 
another way. A given proportionate change m the level of 
consumption, if it is expected to last, will lead for a time to a 
larger proportionate mcrease m the output of capital goods. 
Suppose that m the first position plant is exactly adapted to 
output, and that 10 per cent, of plant is renewed^every year,, 
An mcrease of 10 per cent, in consumption m the course of a year 
will require an addition to plant of the order of 10 per cent, of the 
existing stock, which entails an addition to the rate of output of 
capital goods of the order of 100 per cent. There is no conflict 
between these two explanations. The former deals with the effect 
of a primary change in investment upon consumptiqji and the 
latter with the secondary reaction upon mvestment of the mcrease 
in consumption (cf. Harrod, The TTCtde Cycle, p. 53 et seq,) and the 
actual relative fluctuations in investment and consumption are the 
result of both influences acting together. 
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would normally look for employment in some other 
line, but would be prepared to assist the expansion 
of the building industry when an impulse to.wards 
increased investment took place. 

We have now seen that immobility may-.obstruct 
the influences which cause effective demand to ex- 
pand, by allowing monopsony profits to increase. By 
causing the general level of money wages to rise, or 
by causing a relative rise in wages in the capital- 
good industries, v^n a certain sense, therefore, un- 
employment may be said to be due to lack of 
mobility. \Sut immobility in itself caimot be 
regarded as a direct cause of imemployment. If 
we assume that there is no monopsony, that the 
rate of interest is held constant in face of rising 
money wages, that foreign trade may be neglected, 
that entrepreneurs expect each week that the pre- 
sent level of wages will continue to rule in the 
future, and that on balance relative wages, as be- 
tween consumption- and capital-good industries, do 
not alter, then we have assumed away all the 
channels through which immobility can affect 
employment, and in such a state of affairs no 
change in the degree of mobility would have any 
effect upon the total level of employmentt It is 
p therefore" impossible to distinguish a part of un- 
emplo3rment which can be attributed in any simple 
and direct way to the existence of immobility alone. 

2 

We may now examine the question whether, 
when mobility is low, unemployment can be caused 
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by a change in the relative demands for particuTar 
commodities, as opposed to a fall in the general level 
,of demand. The distinction between a change in 
relative demands, total income remaining constant, 
and a change in the level of effective demand, is a 
matter purely of anal5rtical convenience and does 
rfot correspond exactly with any movement that can 
occur in reality. ixOn the one hand, a change in 
effective demand will be accompanied by changes 
in relative demands, for when the income of an 
individual increases the increment of his expendi- 
ture will not fall on various commodities in the 
same proportions as the average expenditure, and, 
when total income increases, the incomes of in- 
dividuals will increase in different proportions, 
UDn the other hand, a change in relative demands 
may itself constitute a change in the level of 
effective demand. l-^When the taste for some com- 
modities is increased at the expense of others, the 
distribution of income as between wages and profits, 
and therefore the thriftiness of the community, 
mSiy be,altered by the change, v Moreover, a change 
in relative prices may react directly upon thriftiness. 
A fall in the relative price of motor dars may defiect 
expenditure to them from other commodities, but it 
may also cause them to be bought out 'of savingg. 
A fall in the relative price of bread may release ex- 
penditure for other commodities, but it may also 
increase the margin of income devoted to saving. 
The attraction of expenditure, as opposed to saving, 
largely depends upon the composition of the bundles 
of commodities that can be bought for a given sum. 

■ If we wish to distinguish a furely relative change 
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iri" demand we must postulate that hn increase in 
expenditure upon one commodity is exactly offset 
by a reduction in expenditure upon others, and. 
that the increase in saving, due to increased in- 
comes from the one, is exactly offset by^reduced 
saving, due to diminished incomes from the others. 
The latter condition requires that the elasticities of 
supply of all the commodities are the same over 
the relevant range, and that the proportion of 
wages to profits is the same in all the industries, so 
that the shift in demand leads to no net change in 
profits, and that the recipients of profits are equally 
wealthy and have the same disposition towards 
saving in all industries, so that, when profits 
are unchanged on balance, saving out of profits is 
unaltered. Further, our condition requires that 
saving out of wages and dole provisions are every- 
where alike, so that no change in thriftiness results 
from a redistribution of employment between in- 
dustries ; and that a change in real income, as 
between persons engaged in different industries, 
does not enhance or reduce the inequality ‘of 
incomes sufficiently to affect thriftiness. If these 
conditions are 'fulfilled, no net change in employ- 
ment would result from the shift in demand. But 
it is unlikdy that aU these conditions should ever 
be satisfied, or that the effects of a failure of 
one condition should be exactly offset by the 
effects of an opposite failure in others. A purely 
relative change in demand is merely a convenient 
theoretical fiction. 

In some circumstances these conditions wiU 
clearly fail to be fulfilled. For instance, when 
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expenditure is transferred from an industry whdte 
real incomes are relatively low to where they are 
relatively high, thriftiness is increased. Thus a 
transJer of demand to the products of manufacture 
at the expense of the products of a peasant com- 
munity is likely to reduce employment. Again, 
if there is a transfer of demand to a particular 
commodity whose supply is limited by the plant 
available to produce it, then profits will increase 
in the industry producing it by more than they 
decline in the iudustries from which demand is 
transferred, since the short-period elasticity of 
supply of a commodity is smaller the more closely 
capacity output is approached. vThe transfer of 
demand therefore causes an increase in the ratio 
of profits to wages for the country as a whole, and 
consequently increases thriftiness and causes un- 
employment.v/ Similarly, if a limitation upon the 
supply of a particular commodity is set by the 
available labour, and the convention against raising 
wages is upheld, then a transfer of demand to this 
colnmodity will lead to an increase in monopsony 
profits, and so increase thiiftiness and cause un- 
employment. 

But there is no presumption that a rise in money 
wages in a particular industry, in itself,- will affect 
emplo3ment in one direction rather than the other, 
'Employment increases by less in the expanding 
industry if money wages rise, but in other industries 
it decreases by less, since relative prices in them are 
now lower, while the total of money incomes is 
higher, and if the conditions set out above are ful- 
filled the changes in activity in the two sets of 
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iifdustries will exactly compensate each other. The 
level of employment is then not directly affected by 
the rise in wages in a particular industry. A rise in 
wages in the expanding industry is more likely to 
occur the lower the degree of mobility of labour, 
but, so far as the direct effect of changes in relative 
wages is concerned, the degree of mobility does not 
affect the probability that any given change in re- 
lative demands will reduce employment. 

The reaction of changes in relative demands 
upon investment must also be considered. Any 
transfer of demand between different commodities 
will set up a tendency for investment to be made in 
equipment for the expanded industries, and disin- 
vestment in equipment for the contracted industry. 
In general, investment takes place more rapidly than 
disinvestment, since it is characteristic of capital 
goods to require less time to construct than to 
wear out. Thus the investment will take place at 
a higher rate over a shorter time than the disinvest- 
ment. 'Employment will consequently increase at 
first, while the rate of investment exceeds the r^e 
of disinvestment, but disinvestment will continue 
after the investment has come to an end, and em- 
ployment will then deoline.v' Taking a sufficiently 
long period into account the two effects may be 
expected roughly to balance each other. 

If the change in demand leads to a rise in wages 
in particular consumption-good industries relatively 
to wages in capital-good industries, there will be, on 
balance, a stimulus to investment, while if relative 
wages in the capital-good industries are raised dis- 
investment will exceed investment. 
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As we have seen, a shortage of labour availabie 
for capital-good industries may set an upper limit 
to the level of investment which it is possible to 
secure, and so may constitute an insuperable barrier 
to the attainment of full employment by any 
ordinary means. labour is immobile and methods 
of production are constantly changing, the supply 
of particular types of specialised labour will con- 
stantly lag behind the demand for them, and the 
supply of labour available for investment will 
chronically fall short of the amount required to give 
full employment. 


3 

We may now consider the effects of a change in 
the relative prosperity of different parts of the same 
country. Let us suppose that there is an increase 
in investment confined in the first instance to one 
centre, say Alpha, which contains a representative 
sample of the population and the industries of a 
country. As well as the immediate increase in 
emJ)loyment io investment industries, a large part 
of the resulting secondary increase in employment 
takes place inside Alpha, since eipenditure on 
consumption necessarily falls to a considerable 
extent upon locally produced goods and services.. 
The remainder is spread thinly over the other 
centres, who find their exports to Alpha increased 
and, since prices in Alpha are likely to rise, their 
imports from it diminished.^ 

The cost of living in Alpha has now risen and, if 

^ The maimer m which Alpha’s balance of trade is financed is 
discussed below, p. 202. 
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money wages are constant, real wages will have 
fallen. The inducement to labour to move is then 
altered. Relative real wages in Alpha are reduced, 
hut the chance of getting a job in Alpha is ^eater 
than elsewhere. If workers were influeiiced only 
by relative real wages (other differences between 
centres, in conditions of work, general amenittes 
and so forth, being unaltered) emigration from 
Alpha would take place. But the notion of an 
increase in employment in one centre leading to 
emigration from it is obviously absurd. *^'rt is 
natural to assume that workers are influenced 
almost entirely by the chance of finding a job, and 
that relative real wages exercise only a slight pull 
upon movements of labour.'-'' Thus even if real 
wages in Alpha have fallen immigration into Alpha 
may be expected to take place. 

It is to be observed, however, that even a small 
amount of unemployment is a severe obstacle to 
mobility. Unemployment in Alpha may have 
fallen to 6 per cent, when it is still 15 per cent, in 
other centres, and any individual who i§oves»to 
Alpha win improve his chances of finding a job. 
But with even*6 per cent, of unemployment at home 
the Alphans will look askance at immigrants, and 
the uncertamty of finding a job will stiU be so great 
as to deter many individuals, particularly married 
men, for whom migration involves either moving 
house or incurring the expense of a double establish- 
ment, from taking the plunge. Thus immigration 
is likely to be on a relatively small scale so long as 
appreciable unemployment remains in Alpha, and 
to set in with a rush if unemployment falls veiy low. 
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If money wages in Alpha rise, then a unit 
of labour in Alpha will purchase less of local 
goods and more of imported goods than before ; 
therefore if imported goods play a sufficient 
part in wage earners’ consumption, the level of 
real wages in Alpha may be regarded as greater 
than it was before the initial increase in employ- 
ment took place.^ Outside Alpha, the rise in price 
of- imports from Alpha will lower the level of real 
wages, though the effect will be spread thinly over 
the whole country and will not be great in any one 
centre. <A rise in relative real wages in Alpha will 
increase the incentive to immigration.'-^ 

Immigration will lead to a further increase in the 
level of employment in Alpha. Unemployed workers 
must make some expenditure, and part of their ex- 
penditure will fall on local goods wherever they may 
be at the moment. Vdimmigration will therefore lead 
to a further increase of effective demand in Alpha, 
and a reduction of effective demand in other centres. 
Even if it is the rule that the imemployed are sup- 
ported by a levy on the inhabitants of the centre 
where they happen to be at any moment an influx 
of workers into a centre is likely to increase ex- 
penditure there, because it will cause a transfer to 
them of income from wealthier inhabitants of the 
centre.® In other centres both employment and 
unemployment will decline as the result of emi- 
gration. Moreover, if the alteration in the geo- 

^ That IS to say, the favourable effect upon the terms of trade 
of raising money wages may outbalance the tendency fof increased 
home employment to lower real wages. Cf. p. 36, note, and 
p. 219. 

^ Cf. p. 66. 
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graphical distribution of the population is expected 
to be permanent, there ■will be a secondary induce- 
ment to increased investment in Alpha, particularly 
in house-building, accompanied by disinvestment 
in other centres. Thus any initial difference be- 
tween the levels of actmty in different centres ■will 
tend to become cumulative. 

Let us now consider another aspect of the pro- 
blem. Suppose that Alpha suffers from a relative 
decline in effective demand. Clearly if the fall in 
effective demand in Alpha is accompanied by an 
increase in effective demand in other centres, then 
the extent of unemployment amongst Alpha workers 
will depend*upon their ■willingness to migrate to the 
centres where prosperity has increased. Unem- 
ployment in Alpha is then rightly attributed to the 
“ difficulty of transfer ” and the proper remedy, 
from Alpha’s point of ■view, lies in schemes designed 
to increase mobility of labour. 

But it may be that the increase in demand is 
confined to a remote centre, say Omega, to which 
emigration is out of the question. Alpha *has 
become a depressed area, and low profits and un- 
employment dn Apha ■will continue until some- 
thing happens to increase effective demand in 
Apha sufficiently to compensate for the initial 
decline. The increase in prosperity in Omega is 
no manner of consolation to the inhabitants of 
Apha, and the trouble, from Apha’s point of view, 
is something worse than the transfer problem. 

At the same time, if the neighbouring centres 
of Beta and Gamma are prosperous, emigration to 
them -will be of some assistance to the Aphans, 
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And if a direct attack upon the problem by in- 
creasing investment in Alpha itself is difficult to 
^ring about, an increase of investment in Beta and 
Gamma will be the next best thing.’- 

4 

No precise meaning can be given to the notion 
of. full employment for a system •within which 
mobility of labour is imperfect, unless it is taken 
to imply a state of affairs in which there is complete 
full emplo3rment all round, that is to say, in which 
no available labour is unemployed in any district 
or in any occupation. \/Lt is commonly said that 
there is “ full ” employment when the only un- 
employment which exists can be described as 
frictional. V But it is impossible, as we have 
argued, to give precision to the concept of speci- 
fically “frictional” unemployment, because it is 
impossible to make a hard-and-fast distinction 
between unemployment which is due to frictions 

1 1216 problem of the British export industries at the present 
tune IS partlj- the result of the general decline m effective demand, 
of which a large share has fallen to their lot. In so far as it is 
a special problem, it may be illustrated by the aUove argument if 
we read for Alpha, say, Lancashire, for Omega, the Far East, and 
for Beta and Gamma, the south of England. 

® Cf. General Theory, p, 6. Here Mr. Keynes is advancing 
objections to the attempt to apply the classical system of analysis, 
which postulates that there is in some sense full employment, to 
the real world, and in this context a definition of frictional im- 
employment is necessary. If we believe that in reahty employ- 
ment tends towards a particular level, then there must be in 
reality a particular level for employment to tend towards. But 
if we regard full employment simply as the final upper linoit 
beyond which employment can never go, it is possible to recognise 
that approximations to it achieved in reality are merely a matter 
of degree. 
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and unemployment which is due to a deficiency of 
effective demand. 

So long as frictions are strong and demands are 
constantly changing, absolute fuU employment, 
as we have seen, is unlikely to be obtainable, for 
at any particular moment full employment for all 
labour would involve a demand for particular 
amoimts of particular types of labour in particular 
places, and, if precisely those types are not avail- 
able, some types will be fully employed while 
other types are available but are not required, 
it seems preferable to say that full employ- 
ment, in a precise sense, can never be attained so 
long as frictions exist, rather than to use “full 
employment ” in an imprecise sense in which it 
can be said to be attainable, such unemployment 
as remains being vaguely attributed to frictions. 

V^One of the most striking departures which Mr. 
Keynes has made from traditional economic teach- 
ing is his demonstration that an increase in thrifti- 
ness will not, iu general, tend to increase the rate at 
which capital is accumulated — except in so iar as 
the effect of a decline in activity in reducing the 
rate of interest outweighs its effect in reducing 
the margiaal eflEloiency of capital. The classical 
doctrine, that an increase in thriftiness will lead 
to an increase in accumulation equal to the increase 
in saving that would take place if activity did not 
decline, is true only if full employment is always 
maintjdned. 'll fuU employmmit is guaranteed, 
then, when thriftiness increases, a corresponding 
increase iu investment must be brought about in 
order to fulfil the guarantee — ^that is to say, an 
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adequate fall in the rate of interest must be 
enforced by the authorities, or brought about by 
a sufficient reduction in the level of money wages. ^ 
But if labour is immobile between industries it 
becomes impossible for the guarantee to be ful- 
filled. An increase in thriftiness releases from the 
consumption-good industries labour of particular 
types wluch is useless to the capital-good in- 
dustries. An upper hmit is set to investment by 
the labour already available to the investment- 
good industries, and it is impossible to induce the 
expansion ia investment which would remove the 
imemployment that has been created by the increase 
in thriftiness. Moreover, since unemployment has 
now appeared in the consumption-good industries, 
wages in those industries are likely to falL This 
fall in relative wages will strongly reinforce the 
effect of increased thriftiness in reducing the 
Tnarginfl,! efficiency of capital and considerably 
outweigh the beneficial reaction upon the rate 
of interest that accompanies it. Thus, -when 
labour is immobile, the notion that a fall in money 

^ In practice employment cannot move beycmd certain wide 
limits. Unemployment cannot fall below zero, and cannot rise 
to a very high level, for, when it does, the situation becomes so 
intolerable that some action is taken to remedy it. Thus in 
respect to very large changes in thriftiness the postulates of the 
classical analysis are very roughly fulfilled. If we were to 
imagine a Nineteenth Century that had conducted itself aocordmg 
to the precepts of Mr. Keynes, so that thriftmess was actively dis- 
couraged, while full employment was always mamtained, and 
contrast it with the Nmeteenth Century which recQ^ved the 
blessing of the classical economists, there can be little doubt that, 
although the level of employment would have been higher, the 
accumulation of capital would have been very much less, m Mr. 
Keynes’ Nineteenth Century than m the Nmeteenth Centmy 
which actually came to pass. 
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wages may be relied upon to stimulate invest- 
ment when thriftiness increases is deprived of all 
plausibility, and intervention by the authorities 
is necessary to maintain even the pre-existing 
level of investment. 
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If a community with given resources and methods 
of. production the amount of output can only be 
increased by means of an increase in the rate of 
investment or of a reduction in the propensity to 
save,^ and any scheme which is suggested as 
a method of increasing employment must be 
examined in the Mght of its effect upon these 
influences. Many schemes have been suggested in 
recent years. A theoretical examination is here 
made of four of them : (1) a compulsory reduction 
in the length of the working day, (2) a rise in the 
school leaving age, (3) emigration, (4) a subsidy to 
wages. 

Each of these schemes has been suggested as a 
remedy for unemployment from the point of view 
of a closed system, and the effect of the schemes 
upon foreign trade may be neglected in our present 
inquiry.® Eurther, the schemes will be treated as 

^ The propensity to save or thriftinesa of the coinmnnity 
represents the relationship between the level of total real income 
and the rate of saving in real terms. It embodies exactly the 
same relationship as Mr. Keynes’ “propensity to consume” 
{General Theory, p. 90). 

® We shall find that some of the schemes which we have to 
discuss are calculated to raise money costs of production m the 
country which mtroduces them, and so to reduce its foreign balance. 
Others, by lowering home prices, are calculated to increase it. In 
any actual case reactions upon the foreign balance would be of 
the utmost importance in assessing the merits of the schemes. 
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ft 

though they affected all industries within the 
country in the same way. This is a severe simpli- 
fication of the actual problem. Obviously the 
effect upon a particular industry’ of a compulsory 
limitation of hours to a certain maximum, will vary 
according to the difference which is made to its 
actual hours by the change, according to the shift 
system which it was formerly using, and according 
to other technical conditions. rise in the school 
leaving age will have a greater effect upon retail 
trading than upon the production of iron and steel. 
The introduction of either scheme would affect the 
costs of various commodities relatively to each 
other, and some change in net employment might 
result from the alteration in the relative positions 
of different industries. But it is legitimate to 
ignore these considerations in a theoretical examina- 
tion of the proposed schemes, since their merits are 
not regarded as in any way depending on relative 
changes. It is also legitimate to assume that the 
schemes are faithfully carried out, so that an 
industry with unscrupulous employers and weak 
Trade Union organisation cannot steal a march 
upon law-abiding rivals, and that each scheme, 
when it is introduced, is expected to be permanent. 
Finally, it will be assumed that any monetary re- 
percussions of the schemes are offset by appropriate 
action by the banking system and that the rate of 
interest is unaffected by them, for if the object in 
view were merely to produce an effect on employ- 
ment by ehangmg the rate of mterest, simpler 
methods could be used. These qualifications may 
be, of course, of great practical importance in any 
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particular case. The justification for introducing 
them hes in the fact that these qualifications leave 
intact the premises upon which the simple argu- 
ments an favour ‘of the schemes have been based. 
If advocates of the schemes fall back upon more 
sophisticated arguments which these qualifications 
would exclude, then the case must be re-examined 
accordingly. 


1 

The scheme for a compulsory reduction in hours 
of work has been proposed in two forms, with a 
constant hourly or piece rate of money wages, and 
with constant weekly money earnings. These two 
proposals appear at first sight to be very different, 
but from the point of view of our present inquiry 
the difference is less than might be supposed. For 
we have ruled out of account both changes in the 
foreign balance and changes in the rate of interest, 
which represent the most important influences 
exerted by a change in money wages upon the level 
of emplojrment. vlt may be further assumed that 
entrepreneurs (including shareholders) and rentiers 
are alike in their saving propensities, so that the 
redistributional effects of a change in the value of 
money have no reaction upon thriftiness,^ and that, 
sinoe the change in wages is expected to he per- 
manent, the marginal efficiency of capital is un- 
affected.® ^It follows that, in the case that we have 
to consider, a change in money wages, ip itself, 
produces no effect upon employment or upon real 

1 Omeral Theory, p. 262. • Ihid , p. 263. 
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tfrages.^ Thus, for the purpose of our present in- 
quiry, it makes no difference whether the reduction 
in hours is accompanied by a rise in money wages per 
hour or not. We may therefore ‘confine out argu- 
ment to the case in which hourly wages arejunaltered. 

vA" reduction in the length of the working day is 
Hkely to lead to some increase in hourly output, 
because of the reduced fatigue of workers ; on the 
other hand some operations, such as cleaning -or 
warming up the plant, or walking from the shaft to 
the coal face, have to be undertaken in respect to 
each day’s output, no matter what the length of the 
day Thus, with constant homrly wages, labour 
cost per unit of output may on balance be either 
increased or diminished. If it is diminished, prices 
will fall and real wages per hour wiU increase, while 
the increase in numbers required to produce a given 
output will be less than in proportion to the reduc- 
tion in hours ; and conversely if labour cost is 
raised. In any case there must be some increase 
in the number of workers employed to produce a 
given output.* From this an important conse- 
quence follows. \/The number of workers who are 
unemployed, when a given output is being produced, 
is reduced by the reduction in hours and conse- 

^ It IS also necessary to assume that the new legislation does 
not alter the bargaining position of workers v%8-d,-v%s employers, 
so that the degree of exploitation is unaffected. 

® It is well known that employers may be so foolish as to set 
the working day at a length greater than that which gives the 
maximum daily output per man. In such a case a reduction of 
hours IS in the interests both of employers and of employed 
workers, isxd ought to be made on its own merits. In discussing 
a proposed remedy for unemployment it is natural to take our 
dep^trture from a situation m which a reduction m hours will lead 
to a reduction m daily output per man. 
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quently relief payments are reduced.' The dde 
(which may be taken to stand for all expenditure by 
the unemployed) may be financed out of borrowing 
by the authorities, out of dis-saving by the un- 
employed, out of charity or out of taxes. In so far 
as it comes from charity or from taxation, a reduc- 
tion in dole payments may lead to an increase in 
expenditure by charitable persons or taxpayers, 
but it is natural to suppose that out of the total 
increase in the net income of these persons a part is 
devoted to saving. And in so far as the dole is 
financed by borrowing a reduction in dole payments 
will reduce dis-saving by the state, ^hus a reduc- 
tion in hours, by reducing the amount of dole pay- 
ments corresponding to a given output, brings about 
an increase in thriftiness. /'The magnitude of the 
effect will vary with the manner in which provision 
is made for dole payments, but the direction of the 
effect will be the same in each case. In discussing 
this and the following schemes we will treat a 
reduction in the amount of dole payments corre- 
sponding to a given level of output as constituting 
an increase in thriftiness, without pausing to in- 
quire in each case how the dole is provided for.^ 

It can now be seen, assuming for the moment 
that investment is constant, that the reduction in^ 
hours must lead to a decline in output. For if out- 

^ Against the reduction m dole payments must be set the fact 
that the workers formerly employed sufier a decline m daily real 
earnings, when hours are reduced, which may decrease their 
savings by more than the savmgs of newly employed workers are 
increased. This efeot, however, is hkely to be slight compared to 
the increase m saving due to the reduction in dole payments, and 
it will be left out of account both in discussing this scheme and 
the others which follow. 
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p’at were constant total saving would be increased. 
Therefore if output were constant consumption 
would decline. It follows that output cannot be 
constant but must decline.^ v^Ke effect rtf the 
shortening of hours is therefore to reduce the total 
of employment (measured in man-hours) while 
increasing the number of workers employed. 

-“^e must now consider the reaction of the scheme 
on the rate of investment. A reduction in con- 
sumption has, in itself, a tendency to reduce invest- 
ment, for the capital equipment required by a 
lower level of output is less than for a higher level. 
' On the other hand, a reduction of working hours, 
unless it is accompanied by an increase in the 
number of shifts per day, reduces the effective 
amount of capital. The hours of work of a machine 
are limited by the hours of labour, and a machine 
working for six hours a day represents a smaller 
amount of productive capacity than the same 
machine working for eight hoursy A given output 
would therefore require more equipment after a 
reduction of hours, and the marginal efficiency, of 
capital would be raised by the change.^ This tends 

^ I£ xcLvestment is constant, output must fall to the point at 
which, with the increased propensity to save, the total of savmg is 
no greater than before. In the luniting case, where no declme in 
having accompanies a declme in output except that due to 
mcreased dole payments, the total of dole payments cannot alter. 
The number of men unemployed cannot then be reduced, and the 
total of man-hours of employment must be reduced m the same 
proportion as hours per man. Normally saving falls o^ with out- 
put for other reasons besides the mcrease in dole payments 
(General T&ory, p. 251), and some reduction m the number of 
men unemployed must therefore occur. 

® A reduction in hours of work also mcreases the cost of equip- 
ment per unit of output, and this ejffect tells in the opposite 
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to bring about an increase in investment (or reduc? 
tion in the rate at which plant is being allowed to 
fall into decay). This increase in investment is of 
the same nature as that which can be induced by 
setting fire to a number of factories, or any such 
method of reducing the stock of capital. 

'According as investment, on balance, is in- 
creased or reduced, the effects of increased thrifti- 
ness are mitigated or enhanced. But changes in 
the rate of investment, in either direction, will per- 
sist only for a certain time, for there will be a 
certain adjustment of the stock of capital which it 
is appropriate to make, and when it has been made 
the effect of the change in hours upon investment 
will have worn itself out; while the effect of in- 
creased thriftiness will be permanent. 

A reduction in hours of work may be desired 
for its own sake. The decision to sacrifice real 
earnings for the sake of a reduction in hours of work 
has to be made collectively, since in modem 
industrial conditions it is not possible for an indi- 
vidual to vary his hours and his eamiags according 
to his particular fancy, and if a situation has been 
reached in which the workers as a whole prefer to 
forgo a part of their real earnings in exchange for 
an increase in leisure, it may be considered desirable 
that their decision should be implemented by a 
general agreement to reduce hours of work, ^ut 

direction. If the elasticity of substitution between capital and 
labour was sufficiently great there would be a reduction in the 
amount of equipnaent employed to produce a given output and 
consequently a reduction in the inducement to mvest. But in 
general the effect of the reduced quantity of capital is likely to be 
the predominant one. 
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the present time a reduction of hours is advo- 
cated, not because it is held that the level of real 
wages is so high that leisure is to be preferred to 
goods, but because it is regarded as a remedy for 
unemployment. v/How does the existeiice of un- 
employment affect the merits of the case for shorter 
hours ? On the one hand the desire of the indi- 
vidual worker for leisure is likely to be weakened 
by the prevalence of unemployment. \JRi is true 
that real wage rates normally rise as employment 
falls off, for with given equipment and organisation 
rising marginal cost normally prevails and prices 
fall more than money wages as output declines, 
But for the representative worker the average of 
real income, in and out of work, over a period of 
time is likely to be less the lower the general level 
of employment and the more frequent his own 
spells of unemplo3anent. And with a lower real 
income the preference for leisure over goods is 
reduced, '^n the other hand, taking one worker 
with another, the sacrifice of real income due to 
shortening hours is much less when unemploy- 
ment prevails, for the reduction in hours of work 
for those already employed is partly offset by a 
reduction in the numbers of those who are doing 
no work at all.'/ In conditions of full employment 
a reduction in hours would reduce total output in 
almost the same proportion as hours, while when 
unemplojrment prevails the reduction in output will 
be in a smaller proportion.- For the workers as a 
whole leisure is cheaper when unemployment is high. 

A reduction of hours would certainly be desirable 

1 Exc^t in the limiting case discussed above, p. 66, note. 
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if no other method of providing for the unemployed 
were feasible in the political situation of a particular 
community. And it will clearly be favoured by 
taxpayers upon whom the duty of providing dole 
payments’ would otherwise fall. 

^It may be held that a redistribution of in- 
come between the employed and the \memployed 
is desirable, and that a given amount of employ- 
ment should be spread over as many individuals as 
possible, so as to reduce the suffering and the 
deterioration resulting from long spells of un- 
employment.^ This, indeed, provides the main 
argument in favour of the scheme, but, by its very 
nature, this argument proclaims the scheme to be a 
counsel of despair, reduction of hours is not in 
any sense a remedy for a low level of employment. 
It merely leads to a redistribution of a smaller 
total of employment amongst a larger number 
of individuals. 


2 

^he first effect of raising the school leaving age 
is to remove from the labour market a number of 
children who would otherwise have joined the ranks 
either of the employed or of the unemployed.^ For 
output to be maintained, jobs vacated by children, 
must be filled by older workers. It has been 


^ This argmaent has the great^t force if particular workers fall 
out of employmeut and are not re-employed until efteotive demand 
recovers, so that the unemployed and the employed are 
two distinct sets of individuals. The best of both worlds could 
be had by a scheme under which when, say, a quarter of the 
workers are unemployed each man works for three weeks in a 
month and draws a dole in the fourth week. 
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argued ^ that, because older workers are customarily 
paid a higher rate of wages so that the costs of in- 
dustry will be raised, therefore output will decline. 
This argument is fallacious, and must be set against 
the contrary fallacy that exactly the samS cause, by 
raising purchasing power, will lead to an increg^se 
of output. VThe effect of exchanging higher for 
lower paid workers will lead to a rise of prices and 
leave output unaffected (for we are neglecting 
reactions upon foreign trade and upon the rate of 
interest, and the effect of impoverishing the fixed 
income classes). The real wages of those already 
in employment wfil fall, but the average level of 
real wages will be unaltered.® 

Some alteration m methods of production may 
follow from the change. One man with a van 
might be employed in place of six errand boys. A 
period of increased investment might set in while 
alterations in equipment were being made. But 
this effect is likely to be slight, for workers are not 
divided into two classes, children and adults. The 
intermediate classes of young workers between the 
ages of, say, fifteen and twenty-one, provide close 
substitutes for the children retained at school. 
There may also be some investment in school 
-buddings to accommodate additional pupils. At 
most, any increase in the rate of investment due 

^ For iastance, by Lord Hugh Cecil ui a letter to The Times, 
3rd August 1935. 

2 If the older workers are more efScient than the school children 
the rise inopnces -will be less than in proportion to the rise in 
average wage rates, and if total output were unchanged real wages 
would be raised, while the number of older workers finding jobs 
would be less than the number of children removed from employ- 
ment. 
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to these causes would endure only a short time, 
and must be left out of account when the per- 
manent effects of the scheme are being considered. 

As*before, the permanent effect of the scheme 
is to reduoe output. For if output were to remain 
unchanged a number of older workers would be 
employed to compensate for children who would 
have been employed if they had left school. The 
amount of dole payments would then be reduced. 
Against this must be set any maintenance allow- 
ances which are paid in respect to school children,^ 
and any expenditure made on their behalf which 
depletes the savings of their parents. In general it 
may be supposed that these items are small, and 
that the reduction in saving made in respect to an 
older worker receiving the dole is greater than in 
respect to a child remaining at school. It follows 
that expenditure would not remain constant if out- 
put were imchanged, and that output consequently 
cannot remain unchanged, but must fall. rAs 
before, a reduction in employment due to increased 
thrlftinegs will tend to lead, temporarily, to a 
further reduction due to reduced investment. The 
increase in thriftiness in this case is much less than 
in the case of shortening hours, for the closest sub- 
stitutes for the school children will be young 
workers, who are paid a lower rate of benefit than 
adult workers!'^ The reduction in dole payments 
brought about by absorbing them into employment 

^ Provided that the allowances are financed in a manner which 
reduces thriftiness to the same extent as an equal amount of dole 
payments. If the dole is financed by borrowing and allowances 
by taxation, allowances are less than equivalent to dole payments 
in their efieot upon thriftiness. 
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will therefore be less than the reduction when a 
representative sample of workers cease to receive 
benefit, as will occur when hours are reduced.^ 

In spite of the reduction in employment there 
will be a reduction in the numbers of the un- 
employed. For it is necessary to distinguish 
between an increase in employment and a reduc- 
tion in unemployment. The amount of unemploy- 
ment is not eo-extensive with the total 'of 
man-hours which are spent otherwise than in gain- 
ful occupations. 'A man is unemployed when he 
is standing in the street, or digging his allotment, 
if he would prefer to accept some other occupation 
at the current rate of pay. ✓ He is not unemployed 
if he is living in idleness upon the proceeds of 
accumulated wealth, or upon beach-combings, 
provided that he has no desire to take service in 
organised industry. The decision as to what is 
unemployment and what is leisure is determined 
partly by the wishes of the individual and partly 
by the collective choice of the community .V^ If the 
standard length of the working day has Jbeeif set 
by Trade Union bargaining at eight hours, an 
individual is not regarded as being unemployed if 
he is not at work for the remaining sixteen hours 

^ Let us assume that half of the children retained at school 
wotild have found work if they had left, that the dole for a child 
IS a quarter of that for an adult, and for a young person half, 
and that output per head is unchanged. Then in the limiting case, 
Tvhere the total of dole payments is constant (see p. 66, note), for 
every four children retamed at school two young persons will he 
employed ^d one adult unemployed, provided that there is no 
dis-savmg m respect to a child at school. If dis-saving in respect 
to a child at school is equal to the dole of an unemployed child, 
then one adult will be unemployed for eight children retained at 
school. 
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of the day, even though he would personally have 
preferred to work longer at the ruling hourly rate, 
i^^imilarly a child is not regarded as being unem- 
ployed ^o long as "he is suflEering whatever period 
of education society has decided to impose upon 
him, even though he would himself prefer to be 
earning wages. 

To increase the length of the education period 
is arbitrarily to remove a certain number of indi- 
viduals from the category of unemployment to the 
category of leisure. A child who would have been 
unable to find work when he left school is prevented 
from becoming unemployed, and when a vacancy, 
which would otherwise have been filled by a child, 
is filled by an older worker who would otherwise 
have been unemployed, a year of unemployment is 
exchanged for a year of education. ^Raising the 
school leaving age, in short, reduces the number of 
the unemployed, in spite of the fact that it is likely 
also to reduce the number of the employed.*^ The 
harmful effect upon employment could be altogether 
eliminated by increasing the rate of unemployment 
or maintenance allowances, but it is to be supposed 
that so obvious a method of increasing employment 
has already been rejected by a community which 
is contemplating the more complicated expedients 
that are here under discussion. 

The question of whether it is desirable to lengthen 
the period of education must be considered on its 
own merits, and it might obviously be regarded as 

1 In the first example given on p. 72, note, there ie a rMuotion 
in the number unemployed of three individuals, and in the second 
example of seven individuals, corresponding to a reduction in the 
number employed of one individual. 
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desirable even if there was no unemployment to 
be considered. Even if full employment obtained 
it mi gh t be considered advantageous to reduce the 
supply of labour, and the level of real income repre- 
sented by the maximum output of industry, in 
order to enjoy the benefit of improved education. 
In a community which suffers from chronic un- 
employment the ease iu favour of raising the school 
leaving age is greatly strengthened. From the 
point of view of the individual parent the desire 
for education, like the desire for leisure, is likely 
to be weakened, rather than strengthened, by the 
prevalence of unemployment, v' But, taking one 
family with another, the sacrifice of wealth due to 
raising the school age, which may be consider- 
able if full employment obtains, is almost nothing 
if unemployment is usually great. Moreover, by 
its means enforced idleness can be turned to good 
account, so that i£ unemployment were always 
completely abolished by this means a low level of 
emplo3Tnent might turn out to be a blessing in 
disguise. Those who place a higher value upon the 
advantages of education than does the general run 
of public opinion, might take the opportunity of a 
high level of unemployment to introduce a reform 
wMch will persist into a period of high employment. 
But it must be regarded as a method of mitigating 
the evil effects of a low level of employment, not as 
removing the cause. 

3 

Schemes of emigration will have important in- 
cidental effects varying with the method by which 
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« 

a scheme is financed, with the effect upon the age 
composition of the population which remains be- 
hind, and with the coimections preserved by the 
emigrants with the home country. In order to 
reduce the. problem to its bare essence we will sup- 
pose that a number of families of average composi- 
tion, without property, disappear from the country 
and are never heard of again.^ It is, indeed, 
somewhat absurd to discuss the question of emigra- 
tion from the point of view of a closed system. 
-Emigration may have important reactions upon 
the trade balance of the home country. If food- 
stuffs are largely imported, emigration will reduce 
the volume of imports corresponding to a given 
level of home employment ; while an increase in 
the population of the outside world will tend to 
raise the demand for exports from the home 
•<5buntry. Such considerations may be of pre- 
ponderant importance in any actual case, and may 
provide strong arguments in favour of emigration, 
but at present we are concerned only with the view 
that* emigration reduces unemployment by the 
simple process of removing the unemployed, and 
in what follows we will continue to abstract from 
reactions upon international trade. 

The first effect of eraigration is to reduce dole 
payments and so to reduce the level of employment. 
But it is clear that employment cannot, in the fiirst 
instance, be so much reduced that unemployment 

^ The effects upon employment of mobility of labour within a 
community^ from the point of view of the whole community, are 
discussed above, p. 55. Some problems connected with changes 
in population are discussed below, p. 130 and p. 150* 
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remains the same. For, if unemployment were 
unchanged, dole payments would he constant, while 
output had declined, and saving would be reduced.^ 
Thus both employment and unemployment are 
reduced in the &st instance. 

The decline in consumption consequent upon 
emigration will reduce the demand for capital goods, 
including dwelling houses, and a decline in the rate 
of investment will set in. A further reduction in 
employment will therefore occur, and unemploy- 
ment may become as great or even greater than 
before. If a once-and-for-all emigration takes 
place, a decline in the stock of capital, below 
what it would otherwise have been, will be brought 
about after a certain time has elapsed, and, if no 

^ In the limiting case (p. 66, note) dole payments cannot alter 
and the amount of unemployment is not reduced by emigration 
if the rate of dole per man is imchanged. If the rate of dole 
payments were raised in proportion to the mitial reduction in 
numbers requirmg relief, employment would be unchanged, and 
the number of the unemployed would be reduced by the number 
of emigrants. But, once more, we must suppose that the com- 
mimity we are considering has some strong objection to so obvious 
a remedy for unemployment. For instance it was afgued in the 
report of the Unemployment Insurance Statutory Committee, 27th 
February 1936, that a rise in rates of benefit would be objection- 
able because it would cause some unemployed men to receive a 
larger mcome than some employed men. 

Under a scheme by whicdi the unemployment fund is self- 
supporting the total of dole payments must fall with the numbers 
of employed workers (in respect to whom contributions are paid). 
In such a case, if there were no change m saving when output 
alters, apart from changes in the dole, complete instabihty woidd 
result, and any fall in employment would become cumulative, up 
to the point at which Ihe attempt to make the fund self-support- 
ing was abandoned. Normally saving falls ofi with employment 
for other reasons besides an increase m dole payments, but the 
attempt tp make the unemployment fund self-supporting much 
exaggerates the movements of employment, m both directions. 
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other change in the situation occurs, unemploy- 
ment will gradually fall, but the emigration will 
leave §i legacy of permanently reduced employ- 
ment as a result of the increase in thriftiness 
due to the*decline in numbers. A constant stream 
of emigration will impose a constant check upon 
the rate of investment, and there will be no 
tendency for employment to recover as t im e goes 

by. 

■While emigration may reduce the amount of 
xmemployment in the home country, its effect in 
reducing employment is likely to be the most 
serious of any of the schemes which we have 
discussed. 


4 

The scheme of a subsidy to wages has been pro- 
posed in various forms. Two tj^es of subsidy are 
here discussed. Under the first, each entrepreneur 
is paid by the state a certain proportion of the wage 
received by each man in his employ, the sums 
requnred feeing recovered out of additional income 
tax.*^ It is convenient to assume that money wage 
rates are unaltered. 

From the point of view of the employer, the 
subsidy has the same effect as an equivalent re- 
duction in money wage rates. Under our present 
assumptions, that all industries are equally affected, 
that the scheme is expected to last, that entre- 
preneurs are similar to rentiera in respect to .thrifti- 
ness, that reactions upon foreign trade may be left 
out of account, and that the rate of interest is 
imaltered, a reduction in money wages has no effect 
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upon employment,^ but merely leads to a propor- 
tional fall in prices.® 

In so far as the scheme is equivalent to a.reduo- 
tion in money wages, it is of no benefit to employ- 
ment. But under the scheme the money incomes 
of workers are imchanged and real wages are raised 
by the fall in prices, while the burden of taxation 
is increased. \3Phus, superimposed upon the effect 
of a fall in money wage rates is the effect of an 
increase in taxation the proceeds of which are 
paid to the workers. The transfer of income 
from taxpayers to wage earners has the effect 
of reducing thriftiness, since in general taxpayers 
are more wealthy, and more inclined to save, 
than wage earners, and the decline in ^iftiness 
will lead to an increase in employment.® -v/Thus 
a subsidy to wages leads to an increase in em- 
ployment in the same way and to the same ex- 
tent as any commensurate scheme for taxing the 
rich and using the proceeds for the benefit of the 
workers. 

'Under the second type of subsidy, "the” dole 
received by a man when he is out of work is paid 
to his employer when he is given a job. Under 

^ General Theory^ chap. 19. 

® It often happens that, by tacit agreement, firms refrain 
from “ passing on to the consumer ” their fall m costs. This is 
equivalent to an increase in the degree of monopoly, and has a 
tendency to reduce output (see below, p. 130)* For our present 
purpose we may assume that the degree of monopoly is unchanged, 
but the possibility, highly unfavourable to the scheme, that it 
may lead to an mcrease in the degree of monopoly, must not be 
left out of account. 

» The mcrease in consumption will lead to a temporary mcrease 
m mvestment, which will cause a further mcrease in employment. 
Cf. p, 66. 
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this scheme there is no increase in taxation, bnt 
the total of dole payments, after the date at which 
the scheme is introduced, cannot fall when un- 
employment declines. 

On our "assumptions, the scheme leads to no 
immediate change in the inducement to invest, and 
we may assume for the moment that employment 
in the investment industries is unaffected by it. 
But thriftiness will be reduced. Each employer 
receives the subsidy in respect to any men in excess 
of the number employed by him at the base date. 
His marginal costs will therefore be lowered. Thus 
entrepreneurs have an incentive to lower prices,^ 
each one hoping to get custom from his rivals. 
But average costs have fallen by very much less, 
since the full wages of men formerly employed have 
still to be paid. A fall in prices will therefore 
reduce profits. If the former output were produced 
prices would fall, real wages would rise and less 
than the former level of savings would obtain. 
Consequently output does not remain constant, but 
increases.. 

The expansion of output is greater than would 
normally occur in response to the same decline in 
thriftiness. An expansion of output, by absorbing 
workers into employment, normally reduces the 
dis-saving represented by dole payments. But in 
the present case dole payments cannot fall below 
their amount at the base date. Saving will there- 
fore increase less readily, as output expands, and 
the expansion of output will proceed further than 
in the normal case. 

* H no tacit agrwnent prevents them ; see p. 78, note. 
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The increase in consumption due to the scheme 
will lead for a time to increased investment, and 
consequently to a further increase in employment. 
When the appropriate adjustment iu the stock of 
capital has been made, employment in-the invest- 
ment industries will return to the same level as 
would have obtained without the scheme. It is 
therefore a legitimate simphfication to assume 
that, after a period of transition, the volume of 
investment m real terms is the same as at the base 
date. The level of output must therefore have 
expanded sufficiently to ensure that, with reduced 
thriftiness, the level of saving in real terms is the 
same as before. If all wage incomes are spent, 
and if entrepreneurs and rentiers are similar, it 
follows that the level of real income of entrepreneurs 
and rentiers, taken together, must be the same as 
before. 

In this position prices must be lower than 
before. For if output expanded so much that, 
with a lower schedule of marginal costs, prices 
were unchanged, then there would be no reduc- 
tion in net receipts in respect to the old output to 
offset net receipts in respect to the increment of 
output. Thus at the point where the surplus over 
wages costs (allowing for the subsidy) is the same 
as before, prices must be lower than before, hkom 
this a curious consequence follows. Some firms, 
which were working close to capacity at the base 
date, and which are presumably the most efficient, 
wiU be unable to expand and so wiE employ no 
subsidised labour. Q^ese firms wiU be compeUed 
by the faU in prices to reduce thdr output, and may 
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even be driven to close down altogether.^ Demana 
is transferred from them to firms which are in a 
position to expand. This reshuffling of output 
between firms leads to an increase in dole pay- 
ments. For the expanding firms will now be 
receiving the subsidy in respect to workers who 
were already employed at the base date, but who 
passed through a period of unemployment when 
their original firms dismissed them. Thus the 
amount of dole payment corresponding to a given 
output will gradually increase as the process of 
reshuffling goes on. Thriftiness will therefore 
decline and total output increase. In the final 
position, a larger total of output will be produced 
by a less efficient selection of firms. 

The analysis of this scheme may appear some- 
what fantastic, but the fantasy lies in the scheme, 
not the analysis. 

^ Moreover, the fall in prices will increa^se the bxirden of fixed 
indebtedness, and, since such schemes are never proposed when 
entrepreneurs are prosperous, the subsidy may be expected to 
lead to widespread bankruptcy. 


81 



DISGUISED UNEMPLOYMENT 


1 

An economy consisting of self-supporting families 
each -working their own land must always enjoy 
full employment, since each indi-vidual is free to 
work as long as he considers the real reward he 
obtains a sufficient inducement for his efforts. 

In any economy in which there is specialisation 
and exchange the principle of effective demand 
comes into play, and unemployment may occur. 
If, however, there are no debts, no form of money 
and no negotiable capital instruments,^ the output 
of the community -will be in neutral equilibrium. 
Saving can only be done by means of adding to the 
stock of durable goods (an increased amotmt of 
seed corn may be saved from the year’s harvest so 
as to extend next year’s crop). An increase" in 
thriftiness is therefore necessarily accompanied by 
an increase of investment, and an increased desire 
to invest necessarily entails an increase in thrift. 

communist economy without private saving is 
of this type. 

Any community -with an exchange economy 
and negotiable capital exhibits the main features 
of our own system, and in such a system there is 
no reason to expect that full employment -will be 
the normal state.® On the contrary, 'fuH employ- 

1 General Theory^ p. 239. ® p. 347, 
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ment is only likely to occur in periods of abnormally 
rapid expansion, when inventions and discoveries 
are giving constantly renewed stimulus to invest- 
mentj/ln a relatively stagnant state of society 
we should expect under-employment to be the rule. 
Wet unemployment, as we know it, is specifically 
the disease of an advanced industrial community. 
How can we account for the fact that, over the 
whole range of human history, unemployment in 
the modem sense is, comparatively speaking, a rare 
and local phenomenon ? 

The answer is to be found in the existence of 
disguised unemployment, ‘^n a society in which 
there is no regular system of unemployment benefit, 
and in which poor relief is either non-existent or 
“ less eligible ” than almost any alternative short 
of suicide, a man who is thrown out of work must 
scratch up a living somehow or other by means of 
his own efiorts!^ And under any system in which 
complete idleness is not a statutory condition for 
drawing the dole,^ a man who cannot find a regular 
job wiU<iaturally employ his time as usefully as he 
may. ^Thus, except under peculiar conditions, a 
decline in effective demand which reduces the 
amount of employment offered in the general run 
of industries will not lead to “ unemployment ” 
in the sense of complete idleness, but will rather 
drive workers into a number of occupations — 
selling match-boxes in the Strand, cutting brush- 
wood in the jungles, digging potatoes on allotments 
— ^which are still open to them. A decUne in one 

1 The “ dole ” is here used to mean any kmd of jcelisE pay- 
ments. 
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sort of employment leads to an increase in another 
sort, and at first sight it may appear that, in such 
a case, a decline in effective demamd does not cause 
unemployment at all. But the matter must be 
more closely examined. In all those oecupations 
which the dismissed workers take up, their pro- 
ductivity is less than in the occupations that they 
have left. For if it were not so they would have 
engaged in them already. The wage received by 
a man who remains in employment in a particular 
industry measures the marginal physical produc- 
tivity of a similar man who has been dismissed 
from it,^ and ff the latter could find an occupation 
yielding him a better return, he would not have 
waited for dismissal to take it up. Thus a decline 
in demand for the product of the general run of 
industries leads to a diversion of labour from 
occupations in which productivity is higher to 
others where it is lower.® The cause of this diver- 
sion, a decline in effective demand, is exactly the 
same as the cause of unemployment in the ordinary 
sense, and it is natural to describe the adoptioh of 
inferior occupations by dismissed workers as dis-, 
guised unemployment. 

In this connection it is convenient to make 
use of an alternative definition of unemployment. 

^ This IS upon the assumption of perfect competition in the 
industry, but the existence of any degree of monopoly merely 
adds an a fortiori consideration. 

® We are her© confronted with the formal difSloulty of dis- 
tinguishings a divergence of marginal products of similar workers 
which is due to a decline in demand, from one which is due to 
ignorance, inertia or bad management. But in principle the 
distmction is simple, for the first would disappear and the second 
would not if a revival of ©jBfective demand were to occur. 
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When full employment obtains, an increase in the 
output of investment goods can only occur if there 
is a decline in the output of consumption goods 
(any reasonable arbitrary division being made 
between the two classes). On the other hand, 
when less than full employment obtains, an increase 
in investment will normally lead to an increase in 
consumption, and a decline in thriftiness will 
normally lead to an increase in investment as well 
as in consumption, bus we may say that unem- 
ployment is present when an increase in the output 
of capital goods (not offset by an increase in thriffci- 
ness) would lead to an increase in the output of 
consumption goods.’ 

Let us apply this criterion to disguised unem- 
ployment. If a revival of investment were to 
occur, dismissed workers would be called back 
from the hedgerows and the street-curbs into their 
normal occupations. The wages they now receive 
represent a command over consumption goods 
which they prefer to the product of their former 
han^to-mouth efforts. The output of consump- 
tion goods, as evaluated by consumers, has there- 
fore increased. Hence, according to our definition, 
'unemplo5rment existed before the revival of invest- 
ment took place, even though every individual 
worker was busy all day longJ There has been no 
increase in employment reckoned by heads, but 

^ It was suggested eaxlier (p. 15) that the criterion of full 
employment is that no one entrepreneur can increase^his stafiP 
without reducing the staff of some other entrepreneur. This 
criterion gives the same result as the above* provided that the 
men employing themselves m inferior occupations are not reckoned 
as entrepreneurs. 
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there has been an increase in employment reckoned 
in terms of output, because efficient methods of 
production have been substituted for inefficient 
methods.^ 

The level of consumption correspouding to a 
given level of effective demand will be higher the 
better are the opportunities of the unemployed for 
self-help (assuming that dole payments are in any 
case out of the question), for the product of their 
efforts, the equivalent of which they consume 
themselves, is a clear addition to the output of the 
regular industries. The increase in consumption 
brought about by re-employing them is therefore 
less the smaller is the difference between their pro- 
ductivity in regular industry and their productivity 
in hand-to-mouth occupations. 

In some cases this difference may be slight. 
When there is an open frontier, with free access for 
aU comers to good cultivable land, the difference 
in productivity between a man in employment and 
a man in disguised unemployment may be small. 
In the limiting case, where there is no difference 

1 The notion of disguised unemployment throws hght on an 
interesting, though highly academic, problem. It has always 
been felt that the definition of “ employment ” was arbitrary, 
and that a man when he is shavmg himself, or a woman when she 
is scrubbing her own floor, is ** producing utilities ” just as much 
as when he is mmmg coal or she is serving at a counter, Wick- 
steed carried this line of argument to its logical conclusion, and 
held that we are producing utihties for ourselves even when we 
are lying in bed. On his view, everyone is ** employed ’’ for 
twenty-four hours every day. The analysis of disguised un- 
employment makes it clear that while everyone is occupied for 
twenty-four hours a day, so that the total amount of occupation 
can never be increased, yet employment can be said to increase 
when part of a man’s time is transferred from an occupation m 
which its productivity is lower to on© where it is higher, 
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in productivity, unemplo3naent can never occur, 
for a man dismissed from industry can then take 
up an alternative occupation without any loss in 
real ealnings,^ and an increase in investment could 
only take place if consumption were to decline. 

On the other hand, the less productive are the 
hand-to-mouth occupations, the nearer will the 
unemployed be to starvation, and the stronger will 
be the pressure upon society to institute some kind 
of dole system. The attitude of mind, prevalent 
even now in certain quarters, that unemployment 
is the result of a vicious idleness of disposition in 
the unemployed individuals, pandered to by the 
dole, is largely an anachronism which had some 
plausibility in an epoch when there was open 
access to the land, so that any active and laborious 
individual could make a livelihood, when he fell 
out of employment, not glaringly different from 
what he had obtained in his former trade. 

The existence of disguised unemployment in- 
troduces acompicationinto~EEelOTmirscEeme of 
the Creneral Theory of Employment. When it is 
possible *for unemployment to become disguised, 
there is no t a unique fimoMo n relatin g t otal o on- 
sumpt mn. 4.0 to tal i nvestnm nt, since a givi n rate 
of invest ment be-acco mplffiSedr bv a gre ater. 
raiiEuol- consu mption . the, more unemployment,. is_. 
cysguised. ^ In the normal waylin mcrease in out- 
put is accompanied (in the short period) by a fall in 
real wages and an increase in real profits, in respect 

^ This approximates to the case of a oonmimiity of self- 
supporting families, for this condition can only foe fulfilled when, 
no merease in productivity results from employment under entre- 
preneurs in specialised industries. 
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to the output which is already being produced. The 
increase in profits leads to an increase in saving, 
and it is for this reason that, even when there is 
no dole, an increase in output, in the normal way, 
can come about only if there is an incrpase in in- 
vestment. But when unemployment becomes dis- 
guised there is an increase in output unaccompanied 
by an increase in saving. Some workers have found 
an occupation in which real earnings are low with- 
out there being any increase in profits and output 
expands without there being any increase in saving.^ 

1 From a certain pomt of view the phenomenon of disgmsed 
unemployment may be regarded as a special case of a change m 
relative wages. In general, when money wages are fallmg, for any 
reason, they are likely to fall unevenly, those workers who are 
in a relatively weak bargainmg position suffermg a relatively 
large cut in money wages. There will thus be a fall m the real 
wages of some workers and a nse m the real wages of others. 
Output will expand (or contract by less than it otherwise would 
have done) where relative wages fall, and contract by more than 
it otherwise would have done where relative wages rise. A change 
m relative wages will alter the distribution of profits between 
different groups of employers, relative profits rising where relative 
wages fall, and fallmg where relative wages rise. This will have a 
reaction upon the thriftmess of the community as a whole which 
may be m either direction and may, consequently, lead eitller to 
an increase or to a decrease in employment. Assuming for sim- 
plicity that all wage mcomes are spent, the condition for a decline 
in thriftiness (and an mcrease m employment) is that saving out 
of profits declines by more m the contracting industries than it 
increases m the expanding industries (assuming that the savings 
of consumers are unaffected by changes in relative prices). This 
condition will be fulfilled in so far as (a) the entrepreneurs in 
the expanding industries are poorer, and therefore less inclmed 
to save, than the entrepreneurs m the contracting industries, and 
(6) the short-period elasticity of supply is greater in the expandmg 
industries^ so that profits in them increase by less than profits in 
the contracting industries decline. There is no particular reason 
to suppose that this condition will in general be fulfilled, except, 
perhaps, in so far as workers are likely to be least strongly organ- 
ised where employers are poorest j and haphazard changes in 
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2 

The notion of disguised unemployment has some 
relevance even at the present day. Its effects may 
most conveniently be examined in two stages. We 
will consider what happens when an individual 
who is out of work takes up some hand-to-mouth 
occupation, first when he has no right to any form 
of rehef, and, second, when' having been drawing 
the dole (which is taken to stand for aU forms of 
relief) he is now disallowed benefit. 

To simplify the argument we will assume that 
the dole is financed entirely by borrowing, so that 
a reduction in dole payments is equivalent to a 
reduction in the central or local budget deficit — 
that is, to a decline in dis-saving. When this con- 
dition is not fulfilled, the dole being financed from 

relative wages are as likely to reduce total employment as to 
mcrease it. 

The condition for the increase in output in the industries 
where relative wages fall to be o^et by no declme in output 
m other mdustries is that there should be no mcrease at all m 
saving out of profits m the expandmg mdustries. This will 
occur only if the entrepreneurs engaged m those mdustries are 
too poor to save m the first mstance and if the elasticity of supply 
is so great that their profits do not mcrease up to the pomt 
at which saving begins. It is clearly unlikely that this more 
strmgent condition should be fulfilled by any ordmary change 
in relative money wages. VBut when we are discussing disguised 
unemployment we are supposmg that unemployed mdividuals are 
restramed by loyalty, or by the strength of Trade Union organ- 
isation, from competing for jobs m regular mdustry by offering 
themselves at cut wage rates, and that they take up occupations 
in which they are able to employ themselves. In such a case the 
entrepreneurs in the expandmg mdustries, Le. the unejnpioyed 
men themselves, are extremely likely to be so poor as to spend the 
whole of their receipts. It is for this reason that the expansion 
of their output is not accompanied by any contraction m the out- 
put of regular mdustry. 
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rates and taxes, the situation is unaltered for at least 
one financial year ; if, after a time, a decline in dole 
payments leads to a reduction in taxation, some 
part of the increased net income of taxpayers will 
be devoted to consumption, so that le^s than the 
whole of any reduction in dole payments represents 
an increase of saving. This alters the magnitude, 
but not the direction, of the effect upon employ- 
ment of changes in the amount of the dole. Our 
assumption that the whole of the dole represents 
dis-saving simplifies exposition without introducing 
any difference of principle, '-^e will further assume 
that an unemployed man has no saleable wealth, 
no relations to help him, and no credit with his 
tradesmen. 

In the first case, the individual we are consider- 
ing has no source of expenditure at all and is faced 
by starvation. He takes up some occupation — 
planting potatoes if he can get an allotment, selhng 
match-boxes in the Strand, hanging round railway 
stations to carry bags to hotels. Anything that 
he earns, in kind or in cash, he devotes to immediate 
consumption. Whatever he succeeds m producing 
is a clear addition to the total of output. As a fiirst 
approximation we may say that from the point of 
view of the rest of society, taken as a whole, his 
activities make no difference to output, one way 
or the other. It may be that particular producers 
suffer from his competition.^ The tobacconists 
will complain if he sells matches. But the money 

^ In so far as ba is competing with other men already in dis- 
guised unemployment he is imposing a hardship upon them, and 
in so far as his output leads to a curtailment of theirs the whole 
of his output fails to be a net addition to the output of society- 
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wJbich he attracts from the customers of the tobac- 
conists is spent-at the grocer’s. The total output 
of matfh-seUing is not increased by his efforts, but 
the total output of society is increased by a value 
exactly equal to what he spends. He adds to 
demand exactly what he adds to supply, the grocers 
gain from his addition to demand just^hat the 
tobacconists lose from his addition to supply, and 
the output of society, excluding himself, is neither 
increased nor diminished. The dole-less individual, 
who is too poor to save, is a httle world to which 
Say’s Law apphes with full force. 

It is to be observed that it makes no difference 
to the argument whether the unemployed man eats 
up his own produce or sells it to others, he sells 
matches and buys potatoes, the tobacconist loses 
what the greengrocer gains, and if he grows his own 
potatoes, neither is affected at all. In either case, 
the output of the rest of society is, on balance, 
unaffected by his activities, v 

This is a first approximation. There are certain 
ways* in which his activities may alter the output 
of the rest of society, but their effect is likely 
to be shght. First, it may be that the ordinary 
traders with whom he comes into rivalry are 
more disposed to saving than those on whom he 
spends his earnings.' If a decline in the profits 

^ Or from whom he buys raw materials. The unemployed man 
may be obliged to purchase raw materials from the regular in- 
dustries, but he can only do so from the proceeds of his sales. He 
cannot buy seed potatoes and eat the crop himself, since he has 
no resources to dis-save* The increase in demand, represented 
by his purchases of raw materials and consumption goods together, 
is offset by the mcrease m supply represented by the output which 
he places on the market. 
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of tobacconists reduces saving by more than an 
increase in the profits of grocers promotes it, then 
a transfer of custom {via the street seller) frjsm one 
to the other will reduce thriftiness and increase 
output for the rest of society. But there is no 
a priori reason to expect that this effect will tell 
in one direction rather than another.^ \p6econd, 
charitable persons may feel inclined to buy more 
matches when they are offered on the curb than 
when they are sold only in the shops, or commodi- 
ties which are unobtainable in better times, such 
as the services of an outside porter, may attract 
expenditure from consumers on goods which they 
would otherwise forgot If, but only if, this ex- 
penditure is not offset by economising on other 
lines of consumption, a decliae in thriftiness is 
induced by the hand-to-mouth efforts of the un- 
employed man. On the other hand, the outside 
porter may save the traveller from taking a taxi, 
and this economy may not lead him to an equivalent 
expenditure on something else.® It appears that 
the net reaction of the efforts of the unemployed 
man upon the thriftiness of the rest of the com- 
munity can hardly be very great. Our first 
approximation is a good one, and these complica- 
tions may legitimately be neglected in what follows. 

We have seen that the self-help of a man who 

^ If a large part of the match-seller’s earnings are devoted to 
paymg rent, then, since a landlord is likely to save naore than a 
tobacconist, it is probable that the effect of the match-seller’s efforts 
will be to reduce the output of the rest of society, 

* To put the same pomt in a formal manner ; the efforts of the 
unemployed alter the composition of the aggregate of goods 
offered to consumers, and so may alter the eligibihty of consuming 
rather than saving ; cf . p, 49. 
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in any case does not draw the dole makes no 
appreciable difference to the rest of the community 
taken as a whole, though he may damage some 
sectioiis and help others. The case of a man who 
is disallowed benefit is not the same, ^or, as we 
have seen, whatever he may now do for a livelihood 
adds to demand exactly what it adds to supply ; 
thus whether he starves, grows potatoes, or sells 
matches, whether he now earns more ^ or less than 
he received as dole, it makes no difference.'^'^ De- 
mand for the output of the rest of society is reduced 
by the amount of dole that he was formerly spend- 
ing. Thus, when he is disallowed from benefit, the 
output of the rest of the community will decline.** 
The effec t of discontinuing the dole to an__xmeni- 
pioyed man, and driving him to self-help, is to 
incfease'^ffie total of unemployment, while causing 
ia parTbfTfrli'd 'become disguised. 

lOTno^pIain that ^e institution of a dole 
where none was before camot lead to a decrease 
of employment, according to our definition. VTf 
a d<5le instituted, for which complete idleness 
is a qualification, the result will be an increase 
of employment and output in regular industries, 
combined with a decrease of disguised unemploy- 

^ This IS not inconceivable. If self-help methods provide a 
better mcome than the dole, the tmemployed man may forgo 
benefit voluntarily, and the effect of this is exactly the same as 
though he were disallowed. A more plausible case is one in 
which a man prefers the dole, so long as he is eligible, to an onerous 
or undignified line of life which earns him more money. 

® In the limiting case, where no declme m saving aceompames 
a decline in output except the mcrease in dis-savmg due to dole 
payments, one more man must be thrown out of work, and receive 
the dole, for every unemployed man disallowed benefit ; of. p, 66, 
note. 
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ment. It wiU cause unemployment to throw off 
the disguise, but, from the point of view of regular 
industry, the amount of unemployment will be 
reduced. 

It should be conceded, however, that the in- 
troduction of the dole system must increase the 
amoimt of enforced idleness, of which there is none 
when all unemployment is busily disguised, and 
may, if efficiency in the occupations which disguise 
it is sufficiently high, lead to a decrease in the total 
of output. Thus, in some circumstances, it is 
possible to make out a case against the institution 
of a dole for which idleness is a qualification, 
though not in a country like our own, where the 
opportunities for self-help are exceedingly meagre 
and efficiency outside ordinary industry is very 
low. 


3 

But a dole for which idleness is not a qualifica- 
tion is an unmixed benefit. An example of such 
a system is to be found in self-help schejjies "Such 
as that instituted at UphoUand. Here a com- 
munity of unemployed men work at various trades 
for their own benefit. They continue to draw the 
dole to which they were entitled when they became 
unemployed, and with this imports into the com- 
munity are paid for. Their own produce is not 
exported {Le. sold to the outside world), but is 
divided up and consumed within the community. 
Our analysis enables us to see that the output of 
the rest of the world is tmaffeeted by the existence 
of such a community, because the dole of an un- 
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employed man who enters UphoUand continues to 
be spent upon the output of the outside world, 
while the whole produce of the workers within the 
scheme is a clear addition to the output of society. 
Further, we have seen that the distinction, rigidly 
drawn at UphoUand, between working for home 
consumption and working for sale is somewhat 
artificial. Entrepreneurs engaged in the particular 
lines of production, for instance market garden- 
ing, developed at UphoUand suffer from increased 
competition, for without UphoUand a larger part 
of the dole would be spent upon vegetables. If 
exports from UphoUand were aUowed, this effect 
would be intensified and no doubt the outcry that 
would be raised by the employers (and perhaps the 
workers also) in these trades, and the abusive refer- 
ences to prison labour that they would permit 
themselves, would create so much unpleasantness 
that it is scarcely practical poUtics to advocate 
exports from UphoUand.^ VBut the fact remams 
that, so long as aU receipts from exports were 
currently spent upon imports from the outside 
world into UphoUand, the outside world as a whole 
would be no worse off. Certain trades would suffer 
from increased competition, and certain other 
trades would gain from increased demand.^^ On 
balance, UphoUand would gain from increased 

^ In such cases, the interests of those who suffer by competition 
are more concentrated, and therefore more vocal, than the inter- 
ests of those who gain by increased expenditure. If the €rms who 
would gam by exporting to TJpholland could be taught to cry 
as loudly as the firms who lose by the competition of exports from 
it, the necessity of an embargo on exports from Upholiand would 
disappear. 
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variety of consumption, and the rest of the world 
would be no worse off. 

The UphoUand scheme is not in itself a remedy 
for unemployment. It is no substitute for measures 
calculated to increase effective demand. But it 
provides a pecuharly efficient method of reducing 
the ill effects of unemployment, for it allows the 
advantages of hand-to-mouth production, under 
unusually favourable conditions, to be obtained 
without imposing, upon the unemployed and the 
rest of society ahke, the evils of cutting off the dole. 

Under ideal conditions, the widespread institu- 
tion of such schemes could remove the ill effects of 
unemployment altogether, and could produce the 
level of consumption corresponding to full employ- 
ment, or even improve upon it. Suppose that the 
entrepreneurship, provided by well-wishers of the 
unemployed, does not compare unfavourably in 
efficiency with the ordinary run of entrepreneurship 
produced by the pursuit of profit, and suppose that 
the schemes work on a large enough scale to ap- 
proximate to the most efficient technical ,meMiods 
of industry. Then the productivity of a man in 
an UphoUand community would not be much less 
than that of a man in ordinary industry. The 
level of consumption corresponding to fuU employ- 
ment would be attained, provided that everyone 
thrown out of ordinary industry entered an Up- 
hoUand community, if efficiency inside bore such 
a relation to efficiency outside that earnings within 
the community exactly made up the difference 
between the dole and an ordinary wage. ^ man 
who lost his job would then enjoy the same 
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standard of life as a man "who retained it, and an 
increase in investment would, at best, lead to no 
increase in the total of consumption.^ If pro- 
ductivity in UphoUand stood in a higher ratio to 
productivity in ordinary industry than the ratio 
of wage minus dole to wage, then the total of con- 
sumption would necessarily increase as ordinary 
employment declined, and the workers would 
actually gain by a decline in effective demand. 
This apparent paradox is merely due to the fact 
that workers are imagined to be drawing the dole 
on top of earnings not much less than those obtained 
in ordinary industry. 

AU this is far away from the conditions of Up- 
holland as it actually exists. But our cloud-castle 
supplies an important warning which must not be 
neglected in the actual situation. As the scope 

^ This is true in the limiting case, where no change in savmg or 
dis-saving accompanies a change m the output of industry except 
the change in dole payments. Take, by way of illustration, the dole 
equal to one-third of the wage. Now suppose that a man is called 
out ofeUphoIland and set to work in an mvestment industry. His 
total consflmption is unaltered, but whereas formerly only one- 
third of it was drawn from the consumption industries outside 
UphoUand, now the whole of it is drawn from them. The multi- 
pher for the outside world is equal to 3, and two men are put mto 
work in the consumption industries, an increase in investment 
equal to one man’s wage leading to a decrease in dis-saving of 
three men’s dole. Now three men have been withdrawn from the 
production of consumption goods m UphoUand, and, of these, 
two are producing consumption goods outside. Thus if their 
efficiency m UphoUand is two -thirds of their efficiency outside 
the total of consumption is unchanged. Investment could then 
contmue to increase, without a decline in consumption,*up to the 
point at which aU workers are reabsorbed from UphoUand into 
ordinary industry. FuU emplo3rment is then reached, and any 
further increase m investment would only be possible if con- 
sumption declined. 
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of a scheme such as that at UphoUand expands and 
its managers gain in experience, the efficiency with 
which its output is produced will increase. A day 
may not be far distant when, taking account both 
of the standard of consumption and the general 
amenities, the life of an unemployed man in Up- 
hoUand may appear preferable to the life of an 
employed man outside. sJLi things ever came to 
this pass, it is easy to imagine the protests that 
would be made against continuing dole payments 
to men who were actuaUy finding unemployment 
tolerable. But if the dole were discontinued, the 
whole merit, from the point of view of outside 
industry, of the UphoUand scheme would disappear. 
The increase in efficiency which we have presumed 
to occur might be great enough to compensate the 
men within the scheme for the loss of dole payments 
which we have imagined to be the consequence. 
But there is nothing to compensate the outside 
industries for the loss of their export trade to 
UphoUand. Unemployment outside would in- 
crease,^ and profits decline. The case of Uj)hoUand 
without the dole is paraUel with the case, examined 
above, of the man who was disaUowed benefit and 
took to selling matches. The men in UphoUand 
are less wretched than the matohseUer. But this 
is no comfort to employers in the outside industries 
who suffer from the shrinkage of demand. 

^ la the liimtmg case one additional man would become un- 
employed for every one who lost benefit by entermg UphoUand 
(see p. 93, note). If this condition were fulfilled at all levels 
of output, the result would be that ordinary industry would 
come to a standstill while the whole working population was 
employed in Upholland communities. 
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4 

We may now consider, in the light of UphoUand, 
the effects of the regulations surrounding eligibility 
for unemployment benefit. We have seen that, 
provided he does not sacrifice his right to the dolefi&n 
unemployed man does himself good, and on balance 
does others no harm, by occupying himself as use- 
fully as he can. Yet the regulations surrounding 
the receipt of the dole mihtate strongly against 
useful occupation. Until recently an unemployed 
man was compelled to fill his time in keeping up 
the appearance of Grenuinely Seeking Work. If he 
fulfilled this obligation conscientiously he had little 
time or energy for any other activity. vEven now 
he cannot embark upon any occupation which 
commits him to spending a certain period of time 
in any definite way, for he is obliged to hold him self 
ready to accept a job, should one chance to offer, at 
a moment’s notice.'.^ But there is another considera- 
tion which is by far the most important. The 
unemployed man is hedged in by restrictions on 
his daily activity which are due to fear of losing 
his right to benefit. The restrictions, in the nature 
of the case, are highly arbitrary. {'Under the 
regulations at present in force ^ a man may pursue 
a subsidiary occupation, provided that (a) it is not 
his usual trade, (6) it does not occupy what would 
be his working hours if he had work and (c) it does 
not bring in an income of more than three fillings 
and fourpence a day.'^Thus an unemployed waiter 
is allowed to accept an odd job in the morning, and 

1 Unemployment Insurance Act, 1936, Section 36, (6). 
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an unemployed shop assistant may work after six- 
thirty (provided that neither accepts three and 
fivepence for his services), but during normal 
working hours they must sit at home doing their 
best to appear “ capable of and available for ” 
the work that they cannot find in their normal 
trades.^ Such regulations restrict the disguising 
of unemployment withm narrow limits. Moreover, 
the extreme complexity of the rules and the Gil- 
bertian situations to which they give rise have a 
strong effect in discouraging any efforts at seH- 
help, for the unemployed man, bewildered by the 
intricacy of the regulations with which he is faced, 
and discouraged by the prospect of “ coming up 
for trial ” before the Court of Referees, is naturally 
inclined to pursue a policy of Safety First and to 
sit at home making sure of his right to benefit.® 
Yet, as we have seen, the situation of the rest 
of the community is in no way impaired if an 
unemployed man succeeds in earning some money. 


^ The concession is made that the subsidiary occupatipjn may 
actually be carried out during normal working houTs provided 
that it could be performed outside them (Emmerson and Lascelles, 
Guide to the Unemploymmt Insurance Acts, p. 65). 

® These regulations apply to ehgibility for imemployment 
insurance. The regulations surrounding relief from the Public 
Assistance Committees appear to be still more arbitrary. Sir 
John Jarvis reports {The Times, June 16, 1936) that some un- 
employed men in Jarrow, workmg on a purely co-operative basis 
to make a sports ground for themselves, were informed that they 
would be disqualified for pubhc assistance relief if the work 
continued, although men entitled to unemployment insurance 
were permitted to take part m the scheme. There was no ele- 
ment of profit in the scheme, and the workers engaged on it 
received no pay except a mid-day meal, and boots and trousers 
in which to work, provided by the Commissioner for Special 
Areas. 
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whether less or more than three and fourpence. 
Anything, in kind or in cash,^ that he may be able 
to secure is a pure gain to himself and no loss to 
others, provided that he does not sacrifice his right 
to the dole» It follows that regulations calculated 
to prevent him from doing himself any kind of good 
are harmful to him and not beneficial to the rest 
of society, while regulations that deprive him of 
the dole on a shght pretext are deleterious to the 
rest of society as well as to himself, ‘^he adminis- 
trative complications involved, the strong moral 
objection to scroungers, felt by workers as well 
as by taxpayers, and the difficulty of preventing 
employers from obtaining an illieit subsidy, may 
be regarded as sufficient justification for such 
regulations. But their economic effects can only 
be harmful. «✓ 

^ It must be recalled that we are assummg throughout that an 
unemployed man spends all he earns. In practice some part of 
his cash earnings may be devoted to paymg off debts. In that 
case the mcrease m supply, represented by what he sells, is not 
ojffset by an equal increase m demand. The grocers, to return to 
our first example, do not gam as much as the tobacconists lose. 
This oonsiS.eration introduces a diSerence between the case where 
he earns cash and where he works for his own consumption. But 
it would be hard to defend the regulations at present in force on 
the ground that they compel the unemployed to incur the maxi- 
mum amount of debts. 
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vMb. Keykes’ General Theory of Employment has 
been developed mainly in terms of short-period 
analysis, and the background of equihbrium theory 
which corresponds to it is largely unexplored.'^ The 
purpose of this essay is to outline a method by 
which Mr. Keynes’ system of analysis may be 
extended into the regions of the long period and by 
which it may become possible to examine the long- 
period influences which are at work at any moment 
of txax&y Only a small section of the subject is here 
discussed, and the discussion is carried on in the 
highly abstract terms which are iuevitable in the 
early stages of. such an inquiry. But the import- 
ance of the subject is not merely academic and 
even a highly formalised treatment of it may be 
worth the attempt. 

1 

Consider a closed community, living under a 
capitahst system, with population stable in respect 
to numbers and to age distribution, and with given 
tastes and technical knowledge. The problem with 
which we shall be mainly concerned is the effect 
upon equilibrium conditions in such a community 
of changes in the rate of interest. Let us first 
suppose that a certain rate of interest has been -estab- 
lished and is maintained at an unvarying level. ^ 

^ The static conditions here postulated must not, of conrs©, b© 
taken to present a picture of a situation "whioh would ever be 
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In this situation, provided that the given con- 
ditions have endured for sufficient time, net in- 
vestment wiU have ceased. For, as long as capital 
goods continue to accumulate, their profitaTjility at 
the margin declines and the incentive to further 
investment is continuously weakened, 'invest- 
ment is always tending to bring itseK to an end,^ 
and in the stable conditions that we are consider- 
ing nothing happens to revive the inducement to 
invest as it flags.'' In conditions of equilibrium the 
stock of capital is adjusted to the given rate of 
interest, and no further accumulation takes place. 
The marginal efficiency of capital corresponding 
to zero net investment is equal to the rate of 
interest and if, by chance, positive or negative 
investment were to occur, the marginal efficiency 
of capital would cease to be equal to the given rate 
of interest. \.df new investment were to take place 
capital would be increased and its earnings at 
the margin would fall.v'The marginal efficiency of 
capital would then be less than the rate of interest. 
The investment would turn out to have been un- 

r' 

likely to occur in actuality. They are adopted as a theoretical 
construction which may enable us to isolate certain tendencies 
whose influence m any actual situation are disturbed by innumer- 
able cross-currents. The conception of equilibrium employed m 
this essay is the Marshalhan conception of a position of rest 
towards 'which the system is tending at any moment, 

^ Ass umin g that the proportion of total mcome saved rises with 
income. This is the natural assumption to make (see Harrod, The 
Trade Cycle, pp, 106-9). If saving were proportional to mcome 
over the whole range of income, any mitial impulse in the upward 
direction would lead to continuous expansion (Harrod, op. cit>, p. 
90), while zero net investment would entail zero total income. 
The propensity to save which is here m question must not be con- 
fused with the propensity to save under conditions of long-period 
equilibrium discussed below, p, 108 and pp. 141-152. 
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profitable, capital goods would not be worth replace- 
ment and a movement back to equilibrium would 
set in with a decline in the stock of capital. ‘On the 
other hand, if, in equilibrium, the stock of capital 
goods were » allowed to deteriorate the marginal 
efiiciency of capital would rise above the rate of 
interest and investment would take place until the 
stock of capital was restored to its former leveL^ 
>5'he familiar phrase “ long-period equilibrium ” may 
be adopted to describe this situation. For, in the 
ordinary sense, a firm or an industry which is 
under an inducement to expand or contract the 
plant which it employs is not in equilibrium, and 
long-period conditions are established only when 
investment has come to an end.® 

'^The short-period analysis of the level of employ- 
ment can readily be adapted to describe the forces 
which determine employment in our static com- 
munity.!/ The rate of interest determines the 
amount of capital per unit of labour employed® 

^ In the static conditions that w© are considering, equipment 
IS conceived to be wearing out at a steady rate, each capital 
instrument, 4n equihbnum, is renewed as it wears out, production 
proceeds in a contmuous flow, and to-day is merely a repetition 
of yesterday. In such conditions the logical difficulty inherent 
in the notion of a constant stock of capital does not arise. A 
change m the ratio of capital to labour is likely to b© accompanied 
by a change in the nature of the capital goods employed, but so 
long as tastes and knowledge are unaltered there is no ambiguity 
about the direction of a change m the amount of capital. 

^ Mr, Keynes (General Theory, p, 48, note) uses ** long-period 
equilibrium ” in a slightly more extended sense. My long-period 
equilibrium is a special case of Mr Keynes’ equilibnum, and m my 
terminology Mr. Keynes’ position of long -period equibbrnOn with 
investment going pn is a situation in which the equilibrium position 
IS moving ahead of the actual position at a steady and foreseen rate- 

® In order to simplify the argument it may be assumed that the 
hours, intensity and personal efficiency of work are stereotyped 
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(the length of the period of production). To each 
level of employment, therefore, there corresponds 
a certain long-period level of total output. The 
rate of saving corresponding to a given total out- 
put depends, if the propensities of individuals to 
save are given, upon the distribution of total 
income between classes. Let us postulate that the 
degree of monopoly in the economic system is 
given, that the institutional factors governing the 
distribution of wealth are stereotyped and that fiscal 
policy is not altered. Then to each level of total 
output will correspond a given system of distribu- 
tion of real income between classes.^ Thus to 
each level of output there corresponds a certain 
rate of saving, which must be imagined to occur if 
that level of output is imagined to obtain. 'Tit is 
possible to draw up a schedule relating each level 
of output with the amount of saving (in real terms) 
which would take place if that output were attained 
under long-period conditions.'^ This schedule de- 
picts the thriftmess of the community at the given 
rate of interest m long-period conditions." It is 
natural to assume that a higher level of saving wiU 
correspond in the schedule to a higher level of 
output.® 

Now, in equilibrium the rate of net investment 

and that relative wages are constant, so that a man-day of standard 
labour may be taken as the unit of employment (of. General 
Theory^ p. 42). 

^ For long-penod analysis it is natural to abstract from the 
changes m distribution which are brought about by changes m 
prices when certam incomes are fixed in money by long-term 
contracts. 

® See below, p. 139, for a discussion of the conditions necessary 
to validate this assumption. 
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is zero. There is therefore only one level of total 
output which will give equilibrium — the output at 
which npt saving is zero. Any addition to total 
output above this level would bring with it, in 
long-period Conditions, a smaller increase in total 
consumption, for part of the increment of incomes 
would be devoted to saving. Supply would have 
increased more than demand, and equihbnum 
would not obtain. Conversely, if total output were 
to fall below this level demand would have fallen 
less than supply and equilibrium would be restored 
by an increase of total income.^ With zero invest- 
ment, output, consumption and income, for the 
community as a whole, are synonymous. 

We have now seen how employment is deter- 
mined in the long period. 'There is one level of 
output at which saving is zero, and one level of 
employment corresponding to that level of output. 
The level of employment, determined in this way, 
is by no means the same thing as the amount of 
work which the community is willing to perform, 
and tlierek is no reason to suppose that our static 
community will be free from unemployment. If, 
at the level of total real income corresponding to 
full employment, the rate of saving would be 
greater than zero, that level of total income cannot 
be attained.® There is therefore no guarantee that 

1 Cf. General Theory^ p. 30. 

® On the other hand, in a poor or spendthrift community, the 
level of real mcome corresponding to full employment, at a given 
rate of mterest, may produce a negative rate of savmg. In such 
a case the equilibrium level of employment would exceed the 
available supply of labour, which is an impossible situation- 
The solution of the problem hes m the fact that the rate of interest 
cannot be maintained at a value at which the demand for labour 
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full employment mil be secured. It is likely, how- 
ever, that the larger the amount of unemployment 
corresponding to a given level of employpient the 
lower wiU be the schedule of thriftiness. For the 
unemployed must somehow be provided for, and 
their consumption is Hkely to be made to some 
extent at the expense of the savings of the rest 
of the community.^ ''■^us, other things^equal, the 
level of emplo3anent is likely to be higher the 
larger is the available supply of labour. But 
the amount of unemployment, in equilibrium, 
must be whatever is sufficient to reduce net saving 
to zero for the community as a whole. . 

vlt is to be observed that, in equihbrium condi- 
tions, a spontaneous increase in the desire to save 
wiU reduce the level of total output, for it wiU 
reduce the level of output corresponding to zero 
saving. Moreover, it will reduce the total stock 
of capital that will be maintained at a given rate of 
interest. For with a reduction m output there will 
be a reduction in employment, and, if the stock of 
capital were maintained, there would be a '"rise in 
the marginal productivity of labour and a faU in 
the marginal efficiency of capital. VBut if the rate 
of interest is unchanged the margmal efficiency of 
capital cannot alter. Therefore, in face of an 
increase in thriftiness the stock of capital will 
dechne to the point at which, with zero net invest- 
ment, its marginal efficiency is restored to the 
formbr level. VThus thriftiness tends to reduce the 

overruns the limits set by the available supply, for the attempt 
to mamtam it would lead to cumulative iaflation ; cf p. 24. 

1 See p. 65 and p. 160. 
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size of the equilibrium stock of capital. “ This was 
sometime a paradox, but now the time gives it 
proof.’' 

2 

We may now consider the change in the position 
of long-period equilibrium corresponding to an 
alteration in the rate of interest. 

the short period a fall in the rate of interest 
(provided its influence is not offset by some other 
change) will necessarily lead to an increase- of em- 
ployment and of total income.^ '^But this increase 
of income can only last as long as the investment 
which causes it, and meanwhile other influences 
come into play. There are three aspects of the 
accumulation of capital. While investment is 
going on it causes an increase in effective demand, 
and from a strictly short-period point of view this 
is the only aspect of accumulation that is important.' 
The increase in current total income brought about 
by building a Tower of Babel is just as great as the 
increase brought about by investing an equal sum 
in electnfying a railway system. As soon as we 
overstep the narrowest boundary of the short period 
a second aspect of accumulation must be brought 
into account. The greater the extent to which the 
amount of capital has increased in any period, the 
lower wiU be the marginal efficiency of capital, 
with a given rate of investment, in the next period, 
and the harder will it be to maintain a given rate of 
inv^tmenk® But this also belongs to the field of 

^ XJntes full employment already obtains, in which case the 
reduction in the rate of mterest cannot persist. 

^ Gmmctl Tkeor^s p. 106* 
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short-period analysis. The third aspect of accumu- 
lation is the effect of an increase in the stock of 
capital upon the rate of consumption, and so of 
employment, corresponding to a given rate of in- 
vestment ; it is through this channel that the speci- 
fically long-period effects of accumulation begin to 
be felt as soon as investment has proceeded for a 
certain time. In a discussion of equilibrium con- 
ditions the influence of the current rate of invest- 
ment upon effective demand disappears from the 
picture, since in equilibrium investment is equal to 
zero, and it is vdth the long-period effects of a fall 
in the rate of interest upon consumption that we 
are alone concerned. 

At first sight there appears to be a strong 
contrast between the part which the rate of in- 
terest plays in the short-period Theory of Employ- 
ment and the part which it plays in the traditional 
long-period Theory of Distribution. 'v^For instance, 
in the short period a fall in the rate of interest 
will lead to an increase of output, and since with 
fixed equipment the marginal productivity jof labour 
declines as employment increases, a fall in the rate 
of interest is associated with a fall in real wages. 
iBut the increase in capital per head consequent 
upon a lower rate of interest is likely, in the long 
run, to raise the level of real wages. Or, a faU in 
the rate of interest is associated with an increase 
in employment, with given plant, so that the pro- 
portion of labour to capital rises when the rate of 
interest falls, but in the long run a faU in the rate 
of interest tends to reduce the proportion of labour 
to capital. ^It is one function of the long-period 
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Theory of Employment to reconcile this apparent 
contradiction, and to fit the propositions of the 
traditional Theory of Distribution into their place 
in the analysis of employment. 

The problem with which we are faced is some- 
what intricate, and in order to reduce it to manage- 
able proportions it is necessary at the first stage to 
introduce a drastic simplification. We will examine 
first a case in which land and entrepreneurship are 
superabundant, so that in effect there are only two 
factors to consider — ^labour and capital, and we will 
suppose that constant physical returns prevail, in 
the sense that an equal proportional increase in 
labour and capital will produce the same propor- 
tional increase in output. Further, it is convenient 
to make the traditional assumption that output is 
divided into a number of distinct commodities, the 
production of each of which is conducted imder 
conditions of perfect competition. 

'-'Let us suppose that a fall in the rate of interest 
takes place and remains in force for sulB&cient time 
to allo'qr equilibrium, with zero investment, to be 
re-established. What will be the effect upon the 
equilibrium level of output 

The first point to be considered is the reaction 
of lowering the rate of interest upon the desire of 
individuals to save. The effect will differ from one 
individual to another, according to their circum- 
stances and their psychology. WSome will save more, 
out of a given real income, when the rate of interest 
falls, others will save less,^ If, for the community 

^ In other words, a curve connecting the rat© of interest with 
the rate of saving from a given individual income may be either 
rising or backward rising. 
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as a whole, a fall in the rate of interest reduces the 
desire to save, the total real income at which net 
saving is zero will tend to he greater the lower the 
rate of interest. But it may be, at least until very 
low levels are reached, that every fall in the rate of 
interest will lead to an increased desire to save. 
In this case a fall in the rate of interest will tend to 
reduce total income. 

To consider every alternative at each stage in 
the argument would be wearisome and we will 
assume for the moment that the direct effect of a 
change in the rate of interest upon the desire to 
save is, on balance, neutral, so that the amount 
saved by the typical individual out of a given real 
income remains the same whatever the rate of 
interest. Then, if the rate of interest had no other 
influence upon thriftiness, there would be only one 
level of total real income at which saving is zero, 
and a fall in the rate of interest would leave total 
real income unaltered. 

But there is a further effect to be considered. 
A fall in the rate of interest will increase. csTpital 
per head (or lengthen the period of production), 
so that a given output is produced by fewer workers 
using more “ roundabout ” methods. The marginal 
physical productivity of capital wfll be reduced and 
of labour increased, and the rate of real wages will 
rise. Kow a change in the distribution of income 
between workers and capitalists wfll have an im- 
portanti effect upon the thriftiness of the com- 
munity as a whole. It may be postulated that in 
our comm u nity the capitalists are a small, and the 
workers a numerous class, while the shares of 
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labour and of capital in the total income are not 
widely different. The capitaMsts, in short, are 
much richer individuals than the workers,^ and 
are consequently more addicted to saving. It 
follows th^t any change in distribution which 
increases the share of labour in a given total 
income will reduce the amount of saving corre- 
sponding to that level of income. 

If a fall in the rate of interest produced this 
effect, the equilibrium level of total income would 
increase as the rate of interest feU, for the income 
corresponding to zero saving would be greater the 
lower the rate of interest. ^But it is by no means 
necessary that a fall in the rate of interest should 
have a favourable effect upon the share of labour 
in total income. The rate of earnings of labour is 
increased, but the amount of labour employed per 
unit of output is reduced. The rate of earnings of 
capital is reduced, but the amount of capital per 
unit of output is increased. V Thus two contrary 
tendencies are at work, and the net result may be 
either ^in increase or a decrease in the income of 
labour corresponding to a given total income. 

Upon the simple assumptions which we have 
made the result can be formulated in terms of the 
elasticity of substitution. If the elasticity of sub- 
stitution between labour and capital is less than 
unity, the proportional reduction in labour per unit 
of output corresponding to a small fall in the rate 
of interest will be less than the proportionaLinorease 

It IS not, of course, necessary to suppose that every capitalist 
IS richer than every worker. All we require is that the typical 
capitahst income should be considerably greater than the typical 
worker’s mcome. 
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in the rate of real wages, and the share of labour in a 
given output will be increased.^ In this case a fall 
in the rate of interest will reduce the amount of 

r 

saving corresponding to a given total income, the 
level of income corresponding to zero saving is 
raised, and the equilibrium income consequently 
increased. But if the elasticity of substitution is 
greater than unity, labour will lose on the round- 
abouts more than it gains on the swings, the amount 
of saving from a given total income wiU increase 
with the increased share of the capitalists, the level 
of income corresponding to zero saving is reduced, 
and the equilibrium income consequently declines. 

We have now reached the conclusion that'^e 
equilibrium level of total output will tend to be 
raised or lowered by a fall in the rate of interest, 
according as the direct effect of the faU in interest 
upon the desire of individuals to save is negative or 
positive, and according as the elasticity of substitu- 
tion between labour and capital is less or greater 
than unity The effect upon the stock of capital 
and employment has still to be considered. „ ® 

A faU in the rate of interest wiU necessarily 
increase the equilibrium stock of capital, provided 
that the direct effect upon the desire to save is not 
highly positive. In those cases in which output is 
increased, the stock of capital is increased a fortiori. 
But even if output is reduced it is reduced precisely 
because the capitalists have been enriched, and 
since the rate of interest has fallen the level of 
income of capitalists can only be raised if the stock 
of capital has iuoreased. If, however, a fall in the 

^ See Hicks, Theory of Wages, p. 117. 
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rate of interest leads to a sufficiently great increase 
in the desire of individuals to save it may actually 
be associated with a dechne in the stock of capital. 

In those conditions in which total income is 
reduced by'* a faU in the rate of interest, employ- 
ment wiU be reduced a fortiori, for not only is there 
less output, but there is less employment per unit 
of output. *®ut in those cases in which total out- 
put is increased it does not necessarily follow that 
employment is increased. The diminution in em- 
ployment per unit of output due to the increase in 
capital per head may more than offset the increase 
in output, so that the larger total output may be 
produced by fewer workers. 

It may be convenient to provide a formula to 
represent the contrary pulls of increased total out- 
put and increased output per head upon the amount 
of employment. We have already discussed the 
manner in which output alters in response to a 
change in the rate of interest. Imagine that a 
curve is drawn up connecting the rate of interest 
with* the equihbrium level of total output. Let 
the elasticity of this curve be 9. This elasticity, as 
we have seen, involves a complexity of factors and 
must be regarded as a useful shorthand term rather 
than as a concept which is of interest in itself. Let 
c be the rate of interest and O the total output. 

Then 

c 

The proportional increase in employment, due to a 
small change in the rate of interest, which would 
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come about if the ratio of the f actorswas unchanged, 
dc 

is equal to —0 The proportional increase in 

c 

employment per unit of output is e 4 ual to 
where 17 is the elasticity of substitution and k 

fC c 

is the ratio of the cost of labour to the cost of 
capital.^ 

Thus the proportional increase in employment 
due to a change in the rate of interest is equal to 

In the simplest case, where the direct effect of 
changes in the rate of interest upon the desire to 
save is neutral and the elasticity of substitution 
is equal to unity, there is, as we have seen, no 
increase in total output in response to a fall in the 
rate of interest. Thus 6 is equal to zero, and there 
will be a proportional decline in employment equal 

^ Let C be the amount of capital, and L the amount of labour, 
per unit of output, and I the rate of wages. 

Now CAc'fLAZ=0, 
and cAC -fi^AL = 0. 

4. 7 ZL 

But 

and Yj— - 
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to the proportional fall in the rate of interest 
divided by the ratio of labour to capital. 

If it is true that “ the most plausible estimate of 
the elasticity of substitution is unity it appears 
by no meang fantastic to suppose that a fall in the 
rate of interest may reduce the equilibrium level of 
employment. ''It is to be observed, however, that 
a given fall in the rate of interest wiU require a 
larger increase in the stock of capital the greater is 
the elasticity of substitution. The beneficial short- 
period effect of a faU in the rate of interest upon 
employment thus tends to be greatest when the 
long-period effect is most deleterious. 


3 

We must now meet the argument that it is 
unnatural to suppose that the rate of interest can 
be permanently maintained at a level at which 
unemployment occurs. It is sometimes held that 
so long as unemployment exists forces are set at 
work tending to depress the rate of interest. First, 
it may be argued that imemployment will naturally 
lead to a faU in money wages. The direct effect 

1 Champerowne, Economic Journal, Juae 1936, p. 265. Pro- 
fessor Douglas comes to what is m ejSEeot the conclusion that the 
elasticity of substitution between labour and capital m the U.S A. 
is equal to unity {Theory of Wages, p 133 ei seq,) though he does 
not specifically use the conception of elasticity of substitution and, 
indeed, seems to have misunderstood its nature (op, cit, p. 59). 
Evidence for unit elasticity is also provided by the apparent 
constancy (over long periods) of the share of labour in total 
income (see Douglas, op, cU., p. 221, Hicks, loc, cit , p. 131). 
But, of course, there is a wide gap between conclusions drawn 
from our static community and conclusions applicable to nations 
of the real world. 
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of a fall in. money wages is merely to produce a 
corresponding fall in prices and does not by itself 
have any influence upon the level of employment.^ 
But its indirect effects through reactions upon 
the monetary factors in the situation cannot be 
neglected. A fall in prices leads to a reduction 
in the demand for money. If the monetary 
authorities wish to keep the rate of interest un- 
changed they can do so by reducing the supply of 
money correspondingly, but if the supply of money 
is held constant the rate of interest must fall.® 

There is thus some basis for the argument that 
the assumption of a constant rate of interest is 
incompatible with the existence of unemployment, 
that the position which we have described is not 
one of final equilibrium, and that the level of 
money Wages, and with it the rate of interest, will 
continue to fall either until unemployment dis- 
appears, or until either the rate of interest, or the 
level of money wages, reaches a point below which 
it can fall no further. When one of these three 
points is reached the tendency for a fall in money 
wages to drag down the rate of interest must come 
to an end. But we have discovered that it is not 
necessarily always true that the first point must 
be reached before the second or third, for ^ have 
found that in some cases a fall in the rate of interest 

^ General Theory, p. 262. An alteration in relative wages may, 
of course, lead to some change in employment and an expectation 
that future wages will differ from present wages will have im- 
portant consequences {loc, c%t., p. 263). The above argument 
apphes in its simplest form only to an equal all-round fall in 
wages which is expected to be permanent. 

® General Theory, p. 171. 
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merely increases the long-period lerel of unem- 
ployment. In a community with perfectly plastic 
money wages the level of prices may be always 
moving toward zerowithoutsetting up any tendency 
permanently^to reverse the situation which is caus- 
ing prices to fall. Vft is thus impossible to argue 
that there is any self-righting mechanism in the 
economic system which makes the existence of 
unemployment impossible, even in the longest of 
runs. 

At best the process of forcing down the rate of 
interest, even with highly plastic wages, would be 
both slow and uncertain in its operation. ^ fall 
in the rate of interest would be followed by a 
period of investment, and while investment con- 
tinued the level of employment would be raised. - 
The pressure on money wages would consequently 
be relaxed. And if the rate of investment were 
ever great enough to carry the community tem- 
porarily to the point of full employment, a rise 
in money wages would be likely to occur.^ Thus 
the ru!j required to reduce the rate of interest to a 
given extent, by this route, is likely to be far 
longer than the period in which equilibrium to a 
given rate of interest can be estabhshed. In short, 
on the assumption of perfectly plastic wages, our 

^ See p. 14. There is no contradiction m contemplating a 
world subject to a chronic tendency to unemplo 3 nnent m which 
at the same time there is a secular rise of wages and prices. The 
underl37ing tendency to force wages downwards may be more than 
counterbalanced by the upward pressure of a short burst §f high 
mvestment. An earthquake, a war, or a major invention may 
undo m a year the work of centuries of chronic unemployment. 
This consideration reinforces the argument advanced by Mr, 
Keynes m the General Theory^ p. 307. 
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position of long-period equilibrium with a given 
rate of interest exists wdthin a longer-still period, 
in which the rate of interest is determined by the 
level of money wages, and we have found that even 
in the longer-still period unemployment may not 
be tending to disappear. 

The assumption of perfectly plastic money wages 
is highly unreahstic. A community in which money 
wages fall without limit so long as unemployment 
exists is very unlike the real world, even the pre- 
trade-union world, ^ and the absurdity of contem- 
plating a system in which prices are always moving 
towards zero is merely the result of the unnatural 
assumption on which it is based.® 

But an alternative line of argument presents 
itself. If the monetary authorities in our static 
community are in a position to control the rate of 
interest by acting upon the quantity of money,® 
it may be held that in the face of unemployment 
they will be likely to adopt a policy of easy money. 

^ “If wages are once raised, they will never get down again.” 
Dr. Johnson (Boswell : Journal of a Tour to the Hebrides, 
Tuesday, 28th September). 

2 Cf. p 10. 

® In a primitive system with metallic currency the quantity 
of money is fixed by the stock of the precious metal, and a fall 
m the rate of mterest can only be imagmed to occur through a 
fall in money wages. When money wages fall the price of the 
metal, alone of all prices, remains unchanged and mming is 
encouraged. Thus the tendency for a fall in money wages to 
lower the rate of interest is reinforced — ^the supply of money in- 
creasmg as the demand for it falls. But there is some awkward- 
ness m fittmg the occupation of mining into completely stationary 
condit-ions If yesterday is like to-day m every respect except 
that to-day has mherited a larger accumulation of gold, to-day’s 
rate of mterest will be lower than yesterday’s. But there is 
little profit in studymg this unnatural cross between a stationary 
and an actual world. 


122 



THE LONG-PEEIOD THEOBY OP EMPLOYMENT 

Actual monetary authorities are hampered by the 
necessity to protect the international equilibrium 
of their system. The monetary authorities of a 
closed c6mmunity, though free from this difficulty, 
may be restrained from lowering the rate of interest 
by a tender regard for banking profits or for the 
interests of the rentier class. But we will suppose 
that their policy is directed towards reducing unem- 
ployment so far as it is possible for them to do so. 
in any given situation a temporary increase in 
employment occurs when the rate of interest is 
lowered and investment set on foot. Thus the 
monetary authorities in our static community will 
be under recurring pressure to reduce the rate of 
interest whenever equilibrium with a given rate 
entails imemployment. 

But except during the passing phase of positive 
net investment an increase in employment is not 
necessarily a result of a fall in the rate of interest, 
for, as we have seen, there are three stages at which 
there may be a slip between the cup and the Hp. 

'‘■’T^t,^a faU in the rate of interest may increase 
the desire to save, and so tend to reduce total 
income. Second, the change in distribution may 
be unfavourable to labour, and so tend to reduce 
total income. Third, even if total income in- 
creases, employment may be reduced, because of 
the mcrease in output per head. i/In certain com- 
munities, therefore, a policy of lowering the rate of 
interest in order to reduce unemployment will 
frustrate itself. The temporary relief obtained 
while investment is at its height will gradually 
dwindle and the last state will be worse than the 
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first. Each burst of investment, as the rate of 
interest is gradually reduced, will leave behind it 
the legacy of an enhanced mal-distribution of 
income and an increased level of output pbr head. 
A high temporary level of employment becomes 
progressively harder and harder to attain, and the 
equilibrium level of employment sinks further and 
further. 

In such a case, a rise in the rate of interest may 
be advocated. But to attempt to cure unemploy- 
ment by raising the rate of interest would present 
itself at any moment as a very paradoxical policy. 
Eor the immediate effect of a rise in the rate of 
interest would always be to cause disinvestment and 
to increase unemployment. It is only after the 
lapse of time that a decline in the stock of capital 
could make its influence felt in reducing thriftiness, 
by impoverishing capitalists, and in raising the 
amount of labour required for a given output. 
The most devoted apostle of long-run benefits 
would find it hard to advocate the iucreased 
distress which would have to be endured before any 
advantage began to appear. Moreover, the short- 
period situation is always easier to diagnose than 
the long-period, and even the weU-known hardi- 
hood of economists trained in the school of equili- 
brium analysis might not be sufficient to make them 
reject a bird in the short-period hand for a pair of 
which they may have managed to catch a glimpse 
in the long-period bush. At best, the long-period 
benefit of a policy of raising the rate of interest is 
dubious. The rate of real wages for the employed 
workers would be reduced by it. And apart from 
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the possibility of a negative reaction on the desire 
to save, '«£■ rise in the rate of interest can increase 
the equilibrium level of employment only at the 
expense’ of other long-run advantages/ In so far 
as it produces its effect by reducing the amount of 
capital per head, it is keeping productivity at a 
lower level than might be attained and curing 
unemployment merely by “ making work On 
the other hand, in so far as it increases employment 
by reducing the share of capitalists in total iucome 
it provides very superficial treatment for a deep- 
seated disease. The most effective remedy for a 
community which finds itself in such a situation is 
to make a direct attack upon the mal-distribu- 
tion of income which is the cause of excessive 
thriftiness. 

But even if the policy of raising the rate of 
interest were adopted, it could not be guaranteed 
to secure full employment, for it is likely that there 
will be a limited range of values over which a rise in 
the rate of interest wiU increase employment, while 
beyond this range a rise will reduce it again. There 
will then be a certain maximum level of employ- 
ment which can be attained by operating upon the 
rate of interest, and this ma xiiriuTri may fall short 
of full employment.^ For some communities, 
therefore, full employment may lie beyond the 

^ A curve may be drawn connectmg the rate of mterest with 
the equihbrium level of employment, the rate of interest being 
measured on the y axis and employment on the x axis. In the 
case described above this curve would fall from left to right over 
the higher values of y, reach a point of zero elasticity, and fall 
back from right to left over lower values. This curve may he 
over its whole length inside the limits of the available supply of 
labour. Full employment is then unobtainable. 
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reach of even the most powerful and most en- 
hghtened of monetary authorities. 

In certain communities, on the other hand, 
which are poorer, more egahtarian, more spend- 
thrift, more easily discouraged from Saving by a 
fall in interest, or in which the elasticity of sub- 
stitution is low, the monetary authorities may be 
in a position to secure full employment in the long- 
period by setting the rate of interest at the appro- 
priate level. It may be contended that we have 
been guilty of an over-formalised argument in 
suggesting that aU communities are not of this 
kind. .It is formally true (on our assumptions) 
that when the elasticity of substitution is greater 
than unity, and the direct effect of a fall in the rate 
of interest on the desire to save positive, lowering 
the rate of interest causes a decrease in total income 
and in employment,'^ut it may be argued that at 
very low levels of the rate of interest (as Professor 
Cassel contended) the desire to save must be 
checked, and that at very high levels of capital per 
head the elasticity of substitution must fall "below 
unity, ''^us, it may be argued, a sufficient reduc- 
tion in the rate of interest will always increase 
employment. A priori argument on such points 

^ Upon this view the curve described in the preceding footnote 
would reach a second point of zero elasticity and fall from left to 
right over the lowest values of the rate of mterest. But as the 
rate of mterest falls towards zero a point must be reached at 
which the typical earned income becomes greater than the 
typical capitalist mcome. When this pomt has been passed the 
condition which formerly obtained is reversed, and a fall m the 
rate of mterest tends to merease thriftiness when the elasticity of 
substitution is less than unity. Suppose that we start m a position 
at which a change in distribution favourable to capitalists m- 
creases thriftmess and at which the elasticity of substitution is 
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is of little value, and it may very well be that actual 
investigations would support this contention. 

But even if this view is correct it does not follow 
that full employment can always be reached by 
lowering thb rate of interest. -'^\)r, first, it may be 
that no rate short of zero will be sufficiently low 
to seciu’e full employment,^ and second, even if the 
rate of interest corresponding to full employment 
is positive, it may be so low that it is impractic- 
able for the monetary authorities to estabhsh it by 
any device within their power.® It is therefore im- 
possible to maintain that the existence of unem- 
ployment is incompatible with conditions of final 
equilibrium. 


4 

Our analysis has so far been conducted upon 
the assumption that there are no scarce factors of 
production. It will be found that our main con- 

greater than unity At this point a fall in the rate of interest 
(assuming that the direct effect upon the desire to save is neutral) 
will r^uce eqmlibrium income. As the rate of interest falls 
towards zero a point must be reached at which the elasticity of 
substitution becomes less than unity, and another pomt must be 
reached at which a change in distribution favourable to capitalists 
(who are now poorer than earners) reduces thriftiness. When 
either of these points has been passed, without the other, a 
further fall in the rate of mterest will raise the equilibrium level 
of income, but when both have been passed a fall in the rate of 
interest, by enriching the earners, who now enjoy higher incomes 
than the capitalists, will mcrease thriftmess and so reduce the 
equilibrium level of mcome Thus there is likely to be a certain 
range of low values of the rate of interest withm which a falljgriH 
mcrease equilibrium mcome, but in the lowest range of All a fall 
m the rate of mterest will reduce equibbrium mcome. 

^ The curve may cut the x axis before it has reached the limits 
of the available supply of labour. 

2 General Theory, p. 309. 
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elusions are not affected by tbe introduction into 
our analysis of a fixed supply of land and other 
natural resources. 

Consider, first, how the existence of a scarce 
factor influences the effect upon output of a change 
in the rate of interest. In order to simplify the 
argument we will once more confine ourselves to 
the case in which the direct effect of the rate of 
interest upon the desire to save is neutral. An 
increase in total output will raise the demand for 
land and increase the share of landowners in total 
income. The extent of the increase in output will 
therefore depend upon the saving propensities of 
the landowners. It seems natural to assume that 
in our community the landlords are similar to the 
capitalists, both in respect to the range of incomes 
which they receive and in respect to their individual 
desire to save. Upon this assumption it can be 
seen that the responsiveness of output to changes 
in the rate of interest is smaller when land is scarce. 
If a fall in the rate of interest increases output by 
impoverishing capitalists, it will enrich landlords.^ 
And if a faU in the rate of interest reduces output 
by enrichmg capitalists it wiU impoverish land- 
lords. The equilibrium total income, with zgro 

^ This is not quite accurate, for though the increase in output 
tends to raise landlords’ incomes, the increase m capital per unit 
of output consequent upon a fall m the rate of mterest will be 
partly at the expense of land. There may therefore be a certain 
range of outputs over which the landlords are impoverished. 
But wi^t the landlords lose by a high elasticity of substitution 
between land and capital, the capitalists gam, and on the as- 
sumption that both classes have the same degree of thriftmess, a 
transference of mcome between them has no efi^ect upon total 
output. 
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saving, will therefore alter by less, in response to a 
given change in interest, when land is scarce than 
when it is superabundant. The direction of the 
change' will not be affected. 

The influence of fixed natural resources upon 
changes in the level of real wages must also be con- 
sidered. When land is scarce it will no longer he 
true that a fall in the rate of interest necessarily 
raises the rate of real wages. Capital per head is 
still likely to be increased by a fall in the rate of 
interest, but in those cases in which output expands 
when the rate of interest falls, land per head wiU 
be reduced, and the net effect may be to lower the 
marginal physical productivity of labour.'^ In the 
opposite case, where output declines as a result of 
a fall in the rate of interest, land per head is 
increased and real wages are raised by so much the 
more. 

The effect of fixed natural resources upon em- 
ployment is in general to reinforce the influence of 
changes in output. YA. given increase in output 
requires more labour when land is scarce than when 
it is superabundant and a given decline causes more 
unemployment. v/'The case in which total output 
fi?.creases but employment declines is therefore less 
likely to arise when land is scarce. 

5 

We have discussed movements in the nosition 
of long-period equilibrium consequent upon changes 
in the rate of interest. Other types of change can 
be similarly treated. The equilibrium position will 
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be shifted by an alteration in the thriftiness of the 
community, whether due to a change in institu- 
tional influences on the distribution of wealth, to 
a change in fiscal policy such as an alternation in 
methods of supporting the unemployed, •to a change 
in the degree of monopoly,^ or to numerous other 
causes. 'And the position of equilibrium will move 
with movements in population and with changes in 
technique. 

'-•The effect of an increase in thriftiness, as we 
have seen,® is to reduce the equilibrium level of 
employment and the stock of capital. v/The rate of 
interest being assumed constant, capital per head 
and real wages are xmaflfected, except in so far 
as land per head is greater at a lower level of 
employment.® 

An increase in numbers produces its effect 
upon employment by way of a reduction in thrifti- 
ness. If we compare two positions of equilibrium 
in which all conditions are alike except that in one 


^ In general, an increase m the degree of monopoly '^ill in- 
crease tliiftmess and so reduce employment, for it will^ alter the 
distribution of mcome unfavourably to labour 

Any group of competmg firms can mcrease their aggregate 
profits, at least temporarily, by amalgamatmg, and, at any 
moment, the extent of monopoly is determmed by a tension be- 
tween the lure of profit, on the one hand, and the desire for m- 
dependence and the difiiculties of amalgamation on the other. 
Smce the fear of loss is more powerful than the hope of gam, there 
is a strong tendency for the degree of monopoly to mcrease as 
effective demand falls ofi, while amalgamations formed m slump 
conditions tend to break down as trade improves. (Cf. Pigou, 
Theory cf Unemployment^ p. 136). Thus changes in the degree of 
monopoly tend to amplify the swing of movements m effective 
demand initiated by other causes. (But see Harrod, The Trade 
Cycle, p. 17, for a factor which may tell in the opposite direction.) 

» P. no. 3 See also p. 163, 
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position population is greater than in the other, 
then the amount of unemployment corresponding 
to a given level of employment will be greater 
in the fllrst than in the second, and, on any reason- 
able assumptions about the methods by which the 
unemployed are supported, the level of consump- 
tion win be higher. Thus'^e equihbrium level of 
employment in the larger population will be greater 
than in the smaUerJ^" With a constant rate of in- 
terest and no scarce factors, the stock of capital 
will be increased in proportion to the level of em- 
ployment and real wages will be unchanged. If 
scarce factors are present, real wages will be lower. 
Since an increase in population requires an increase 
in capital equipment, to provide for a higher level 
of consumption, a continuous increase in the popula- 
tion would prevent investment from ever falling 
to zero.^*-^ 

Changes in technique which result from dis- 

1 It IS a simple matter to make a comparison between a com- 
munity with a larger and with a smaller population, each station- 
ary. put the process of change, mvolvmg an alteration in the 
age composition of the population, will set up complicated re- 
actions upon thriftmess, through its effect upon the desire and the 
ability to save of the representative family , upon productivity, 
through its effect upon the composition of the labour force ; and 
upon the degree of mobility of labour, which m general is likely 
to be greater the larger is the proportion of yoimg to old people. 

^ The Times is accustomed to pomt with complacency to the 
increase in numbers employed which often occurs even in months 
when numbers xmemployed have also increased. The implication 
is that it IS a healthy sign that mdustry can find work ” for 
even a small part of the mcreased population of workmg age. 
But there is no cause for congratulation in this phenomencSi, W5}h 
every pair of hands God sends a mouth, and the mere increase of 
population leads to some mcrease m employment. For employ- 
ment to remam stationary while the population mcreased would 
be a sign that slump conditions were mcreasmg m intensity. 
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coveries of new methods of production alter the 
schedule of the marginal efl&ciency of capital, ^f 
the rate of interest is unchanged, equilibrium is 
reached, after inventions have been made, when the 
stock of capital is so adjusted th&t marginal 
eflBciency, with zero investment, is restored to its 
former level. 

The effect of inventions upon the equilibrium 
level of output will depend upon its reaction on the 
distribution of income. \,An invention which re- 
duces the share of labour in a given income will 
reduce the equilibrium level of output by increasing 
thriftiness, while an invention which increases the 
share of labour will increase equilibrium output. 
The effect of inventions upon distribution may be 
considered in two stages — ^the effect of the initial 
change which they bring about in the relative 
marginal productivities of the factors, and the 
effect of the change in the ratio of capital to labour 
which is required to restore the equilibrium mar- 
ginal efficiency of capital to equality with the given 
rate of interest.^ 

Following Mr. Hicks,* we may divide inven- 
tions into those which are labour-saving, in the 
sense that their initial effect is to increase the 
ratio of the marginal productivity of capital to 
that of labour when the relative amounts of the 
factors are unchanged, those which are neutral, and 
those which are capital-saving, in the sense that they 
uUtiahy increase the ratio of the marginal produc- 

^ lam nmoh indebted to Mr. M. Kalecki for assistance m formu- 
lating this analysis. 

* Theory of p. 121. 
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tivity of labour. A more complicated system of 
definitions is required when the factors of produc- 
tion are regarded as more finely divided, but we 
will confine our attention to the simple case in 
which labour and capital are the only factors. 

Given the nature of the invention, the extent of 
the change in capital per head required to restore 
equilibrium with the rate of interest depends upon 
the elasticity of substitution in the new situation. 
An invention which is sufficiently capital-saving to 
lower, not only the relative, but the absolute, 
marginal productivity of capital in the initial posi- 
tion will require a reduction in capital per head to 
restore equilibrium, the reduction being greater the 
greater is the new elasticity of substitution. While 
our analysis can readily be adapted to deal with 
this case, we may be content to dismiss it as highly 
improbable. Assuming, then, that*^he marginal 
productivity of capital in the initial position is 
raised by inventions, equilibrium will require an 
increase in capital per head, which is greater the 
greater the elasticity of substitution. 

The effect of an invention upon the relative 
share of labour in a given output can now readily 
be seen. If the proportions of labour and capital 
were unchanged, a labour-saving invention would 
reduce the relative share of labour, since the relative 
marginal productivity of capital would be increased 
by it ; while at the same time the relative share of 
labour tends to increase or diminish accorc^g-as 
the elasticity of substitution is less or greater than 
unity, s^hus if a neutral invention occurs in con- 
junction with an elasticity of substitution equal to 
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unity, the relative share of labour is unchanged. 
The effect of a labour-saving invention in reducing 
the relative share of labour is enhanced or dimin- 
ished according as the elasticity of substitution is 
greater or less than unity, while the 'effect of a 
capital-saving invention in increasing the relative 
share of labour is enhanced or diminished according 
as the elasticity of substitution is less or greater 
than unity. 

^Equihbrium output will increase or diminish 
according as the relative share of labour is increased 
or reduced. But even if output is constant, em- 
ployment will decline, since the improvement in 
technique and the increase in capital per head will 
combine to increase output per unit of labour. 
Thus employment will be constant only if the 
situation is such that output increases. v/Since, in 
general, labom-saving inventions have been the 
most frequent,^ while the elasticity of substitution 

1 Mr. Biicks distinguishes between autonomous and indttced 
inventions, the latter being inventions which result from a 
deliberate effort to thmk out ways to take advantage of an altera- 
tion m relative factor prices, labour-savmg mvention^ bemg in- 
duced by a fall m the rate of interest, while autonomous inventions 
arise from the progress of pure science or from spontaneous bright 
ideas. Induced mventions he subdivides mto two t37pes, those 
whose adoption depends upon the changed mterest rates, and those 
which would have been profitable in any case, but which were m 
fact only thought of under the stimulus of the change. It appears 
simpler not to regard the first type as mventions, but rather as 
adaptations of technique to changed conditions. When we say 
that “technical knowledge is given”, we do not mean that every 
entrepreneur has blue-prmts m his pigeon-holes of every type of 
which it would be profitable to use at each conceivable 
rate of mterest. We merely mean that there is a certam body 
of technical knowledge which will lead to a certam adaptation of 
technique to circumstances. The rapidity and the mgenmty 
with which adaptations are made may properly be regarded as 
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is unlikely to be much less than unity/ there 
appears to be, from a long-period point of view, 
very strong grounds for the popular opinion that 
inventions tend to reduce employment.® 


a component of the state of technical knowledge, and adaptations, 
unlike mventions, can, as Mr. Hicks himself suggests, be regarded 
as entering mto the determination of the elasticity of substitution, 
not as altering it. (Cf. Pigou, Economics of Welfare, p. 217, where 
a similar point is made in connection with adaptations resulting 
from changes m scale ) 

Induced mventions in the narrower sense may be of importance. 
A period of fallmg interest rates may be expected to produce a 
crop of labour-savmg mventions, and a period of rismg rates, of 
capital-savmg mventions. In such a case the assumption that the 
state of technical knowledge is mdependent of movements of the 
rate of mterest must be appropriately modified. 

Mr, Hicks’ opmion that autonomous mventions are likely, 
over a period of generations, to be equally divided between labour- 
saving and capital-savmg discoveries, is hard to accept. It appears 
obvious that the development of human methods of production, 
from the purely hand-to-mouth technique of the apes, has been 
mamly m the direction of mcreasmg “roundaboutness ”, and that 
the discovery of short cuts, such as wireless, are exceptions to the 
general hne of advance. It is conceivable, however, that m a 
community already richly endowed with capital an era of capital- 
savmg mvention may set m, 

1 Cf. p 119, note. 

2 The question has often been posed whether mventions are 
“harmfuf to labour ”, To say that an mvention is harmful to 
labour may mean three thmgs. It may mean that employment 
is reduced by it. This, as we see, is highly probable. It may 
mean that the real wage rate of those m employment is reduced. 
This is very imlikely. A sufficiently labour-saving invention will 
reduce the margmal productivity of labour m the mitial position 
(cf. Hicks, op. cit,, p, 122) but the mcrease in capital per head 
required to restore equihbrium tends to raise the margmal pro- 
ductivity of labour, and it is only m a very extreme case that the 
real wage rate, m equilibrium, would be reduced. Fmally, an 
mvention harmful to labour may mean one which reduces 
mcome of labour When mventions are neutral, and the elasticity 
of substitution unity, the total mcome of labour will be unchanged. 
Therefore, if mventions are mamly labour-savmg, they are likely 
to reduce the total mcome of labour m the long run, 
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The immediate effect of inventions upon em- 
ployment depends upon the extent to which new 
equipment is the product of net investment and 
not merely the result of using the amortisation 
funds of old plant to set up new plant. - In general 
we may suppose that, except when inventions are 
highly capital-saving, a period of positive net 
investment will result from them, even when the 
equihbrium stock of capital (reckoned in wage 
miits) is not increased, for all except the most 
capital-saving require an increase in capital per 
head, while the reduction in total output which 
results from increased thriftiness will not be im- 
mediately foreseen.! The first effect of inventions, 
therefore, is likely to be an increase in employment, 
even when in the long run they will reduce it, and 
a sufficiently rapid succession of inventions, pro- 
vided they are not extremely capital-saving, would 
prevent the rate of investment from ever falling 
to zero. 


6 

The situation of any actual communitjT can be 
regarded as a situation in which investment is 
tending towards zero. Before adj ustment is reached 
to a given set of circumstances, circumstances 
change. Changes in numbers, in technique, in 
the rate of interest, in social and institutional 

1 In general, labour-saving inventions require a larger amount 
of mroaijment than capital-savmg inventions, while the amount of 
investment required to restore equilibrium with the rate of mterest 
wiU be greater the greater the elasticity of substitution. Thus, 
once more (p. 119), the change most deleterious to employment 
in the long period is most benedcial in the short period, 
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influences and in the political situation, are con- 
stantly shifting the position of equilibrium, and 
the processes of investment never have time to 
catch up with changes in the equilibrium stock of 
capital. ' T]|^e clock is woimd up before it has had 
time to run down. Even if circumstances remained 
unchanged, the system would not run smoothly 
into an equilibrium position, for the very process 
of adjustment gives rise to oscillations, and even 
in stationary conditions the system would fluctuate, 
perhaps eternally, around the equilibrium position.^ 
Moreover, if a position of full long-period equili- 
brium were ever reached, with considerable unem- 
ployment, the nature of the situation would become 
obvious to the community, and institutional factors 
would be forced to change. Our analysis of long- 
period equilibrium cannot therefore be regarded as 
a prediction of the course of history. 

Nevertheless it serves to show that long-period 
influences are of the utmost importance at any 
moment of time. vOur static community in full 
equilibrium is a very remote abstraction, and for 
any real . community in a changing world the 
position of equilibrium is shifting faster than the 
system adapts itself to change. But the motive 
for studying equihbrium positions is to discover 
forces which are at work when the system is out 
of equilibrium, and the long-period tendencies 
which we have discussed are set to work by any 
change as soon as the change is made.^ When 
investment has been going on for a few rnonths 
new capital goods come into existence. Labour 

* General Theory, p. 218. 
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is displaced by their use; prices are lowered and 
the rate of real wages raised as soon as their product 
is added to the supply of consumption goods. 
Changes in the distribution of income, raising or 
lowering the level of consumption, begin to be felt 
as soon as new dividends begin to be paid. 

Moreover, the time required for the long-period 
effects of a given change to outweigh the short- 
period effects may not be very long. Suppose that 
the effect of a faU in the rate of interest is con- 
siderably to reduce the equihbrium level of em- 
ployment. Then when a faU in the rate of interest 
has taken place it may be only a matter of a year 
or two before the level of employment sinks below 
what it would have been if the rate of interest 
had been maintained at the higher level, in spite 
of the fact that schemes of investment made 
profitable by the fall in the rate of interest may 
continue to be carried out for many years on end. 
Or, again, since a fall in the rate of interest is likely 
to set up a long-period tendency for real wages to 
rise, there will be a certain length of time, following 
an initial fall in the rate of interest, after which real 
wages will be higher than they would otherwise 
have been, in spite of the fact that a high level of 
employment, tending to depress current real wage 
rates, is still being maintained. 

'^n any actual situation long-period tendencies 
show themselves in the statistics concurrently with 
short-period effects, and it would be impossible to 
mafe^a comparison of output, employment and 
wages between one year and the next if long-period 
tendencies were not brought into account. 
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In conditions of long-period equilibrium, with zero 
net investment, net saving, for the community as 
a whole, is equal to zero. Long-period equilibrium 
therefore requires that the amount and distribution 
of income and of wealth shall be such that the total 
of net saving is zero. 

The concept of zero saving is fundamental to 
the discussion of long-period equilibrium, equally 
in the “ Classical ” and the “ General ” system of 
analysis. In classical conditions of long-period 
equilibrium there is full employment, and the rate 
of interest is conceived to assume such a value that 
full employment is compatible with zero invest- 
ment. In the system of analysis outlined in the 
preceding pages the rate of mterest is taken as 
given, and the amount of employment (and total 
income) is conceived to assume whatever value is 
compatible with zero investment at the given rate 
of interest. The two systems of thought are 
complementary, not rival. For instance, the pre- 
ceding analysis has shown that iu certain types 
of society full employment is not compatible with 
a positive rate of mterest. The classical analysis, 
applied to the same situation, would teU us that, 
since full employment obtains, the rate of int g pE j pt 
must be negative.^ 


^ A negative rate of interest presupposes the use of some 
device such as Gesell’s stamped money, for so long as money has 
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It has always been recognised that, even in the 
classical scheme, the concept of long-period equili- 
brium with zero saving is subject to the difl&culty 
that a fall in the rate of interest does not neces- 
sarily lead to a fall in saving, since it is associated 
with an increase in the amount of capital, and may 
therefore be associated with an increase ha capitaMst 
incomes.^ But this difficulty cannot arise unless 
the rate of interest is positive. When the rate of 
interest is negative an increase in the amount of 
capital is necessarily associated with a reduction 
in capitahst incomes,® and, moreover, with a re- 
duction in output per head. There is, therefore, 
always some value of the rate of interest, positive 
or negative, which will give full employment in 
static conditions. 

But when the rate of interest is taken as given, 
and it is the amount of employment which is con- 
ceived to vary, the problem of zero saving is not so 
easily disposed of. The influence of unemploy- 
ment upon saving may be separately treated, and 
we will first assume that the incomes of capitahsts 
and employed workers are independent of the 
amount of unemployment.® 

no carrying cost there is one form in which wealth can be held on 
which the rate of interest is zero, not negative {General Theory ^ p. 
367). When the rate of interest is negative it is profitable to 
employ capital in forms which reduce the total of output of a given 
number of men while prolonging the period of production {General 
Theory f p. 214). 

1 See Kjiight, Ethics of CompeUtion^ p. 183. 

'^’^ith a negative rate of mterest, the elasticity of substitution 
IS negative, and consequently less than+1- 

® For instance, the unemployed may be supposed to fend for 
themselves by the methods of “ disguised unemployment ” ; cf. 
above p. 82. 
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Now, the fundamental assumption which is 
required by the General Theory of Employment is 
that an increase in income leads to an increase in 
saving.^ ' Under short-period conditions, where an 
increase in income entails an increase in employ- 
ment with given capital equipment, this assump- 
tion is highly plausible, and, in a general way, the 
evidence iij favour of some measure of stability in 
the economic system appears sufficiently strong to 
warrant the belief that this assumption is fulfilled 
in reality.® The corresponding assumption for 
long-period conditions is that, the rate of interest 
being given, the increase in income which would 
be associated with an increase in the stock of 
capital, when employment of the other factors is 
adjusted to it in the proportions dictated by the 
rate of interest, would lead to an increase in saving. 
In short, the existence of a unique position of long- 
period equilibrium corresponding to a given rate 
of interest requires that, if a chance increase in the 
stock of capital were to occur when equilibrium 
has onbe,been reached, then, at the level of income 
corresponding to the larger stock of capital, there 
would be positive saving. If this condition is 
fulfilled a chance increase in the stock of capital 
will reduce its earnings below the level dictated by 
the (constant) rate of interest, and a period of dis- 
investment wiU restore the stock to its former size. 
The paradoxical appearance of thinking of an 
increase m saving as leading to disinvestment is 
merely a reflection of the fundamental paradox 

^ General Theory, p 29. 

“ md , p. 261. 
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that an increase in thriftiness tends to reduce the 
stock of capital. 

When the above condition is not fulfilled there is 
no unique position of long-period equiUbriuni corre- 
sponding to a given rate of interest. If the desire 
to save is independent of the level of income (given 
the rate of interest) then any level of income is 
compatible with equilibrium, and if there is zero 
saving at one level there will be zero savmg at any 
other. A chance reduction in the amount of 
capital, instead of setting on foot a tendency for 
the former stock of capital to be restored, would 
merely shift the point of equilibrium to a position 
compatible with the smaller stock of capital. 
From a long-period point of view there would be 
neutral equihbrium, though at any moment short- 
period stability might still obtain. Further, if a 
decline in income associated with a reduction in the 
amount of capital leads to an increase in the desire 
to save, unstable long-period equilibrium would 
obtain. Any chance reduction in the amount of 
capital would set on foot a tendency to a prp^essive 
reduction in capital and in income. Such a state 
of affairs appears uncongenial to common sense, 
but cannot be ruled out of court on the evidence, 
since evidence relating to static conditions caimot 
in the nature of the case be provided by the history 
of a changing world. 

Complete equilibrium further requires that 
sa^g shall be zero on balance not only for the 
community as a whole, but also for each individual. 
For if some individuals are saving, when total 
saving is zero, others must be dis-saving, and a 
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progressive redistribution of wealth and of income 
win be taking place. The total of capital is the 
same to-day as yesterday, but since yesterday the 
ownership of capital has changed hands. 

Four cases may be distinguished giving different 
solutions of the double problem of equilibrium for 
the system as a whole and equilibrium for individual 
savers. First, it may be assumed that the saving 
of each individual is zero over his lifetime. During 
his youth he is supported by the expenditure or 
dis-saving of his parents. In his active years he 
saves, and after his retirement he dis-saves what 
he has accumulated, providing for his children in 
exactly the same manner that his parents pro- 
vided for him. In this case there is no progressive 
accumulation or decumulation by the individual 
family. The schedule of thriftiness for the com- 
munity as a whole would vary with the age com- 
position of the population. When the population 
is stable, the dis-saving of the retired exactly 
absorbs the savings of the active and total savings 
are zotq at aU levels of total income. A rise in the 
general level of income would lead, after a period of 
transition, to a higher rate both of saving and dis- 
saving, the standard of life of the retired rising with 
the standard of the active. 

In such a case there is stable equilibrium within 
the saving class, in the sense that, if the total of 
capital is given, there is no tendency for the dis- 
tribution of its ownership to change. But^ere 
is neutral equilibrium in respect to the total 
amount of capital. Any amount of capital which 
happens to be in existence will be preserved intact, 
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the total of current consumption being always 
equal to net income. If there is a chance decline 
in the amount of capital, wealth, income and 
expenditure will suffer a correspondipg fall and 
there will be no tendency for the former stock of 
capital to be restored. Conversely for a chance 
increase in the stock of capital. The assumption 
that all saving takes the form of simple provision 
for old age is therefore incompatible with the 
assumption that there is a unique position of long- 
period equihbrium corresponding to a given rate 
of interest. 

The second case which we may distinguish arises 
from the assumption that the predominant in- 
fluence upon saving is the amount of wealthnlready 
possessed. In this case an increase in present in- 
come, in itseff, may stfll increase saving, but an 
increase in the ownership of capital will tend to 
reduce the saving of the capitalist, since his desire 
to own an increased amount of wealth becomes 
weaker as the amount he ovms increases. Let us 
suppose that an individual, the whole of whose 
income is unearned, saves less when his income 
and his wealth increase in the same proportion (as 
would occur when the rate of interest is constant), 
and more when his income and wealth decline. On 
this assumption there is an equihbrium distribution 
of capital between individual owners corresponding 
to a given total of capital. Suppose that the total 
of cl^ital is given. Then if equilibrium within the 
capitalist class does not obtain, some individuals, 
who own little capital or who are thrifty by nature, 
win be saving, and others, who are more wealthy 
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or more spendthrift, will be dis-saving. But as 
capital changes hands, those who gain capital 
become less anxious to acquire more, and those 
who lose become more anxious to avoid a further 
loss. The rate of saving of the one class, and dis- 
saving of the other, fall o£E as capital changes hands, 
and equilibrium is reached when the ownership of 
wealth is, adjusted to temperament, the most 
miserly being the most wealthy, in such a way that 
no individual is either saving or dis-saving. 

In this case equilibrium within the capitalist 
class can be attained. But the system as a whole 
is in unstable equihbrium. For in this case a 
chance increase in the amount of capital (the rate 
of interest being constant) would reduce the desire 
to save of those individuals to whom the new 
capital accrued. Thriftiness would be reduced and 
a progressive increase in the stock of capital would 
begin. Conversely, a chance reduction in the 
amount of capital would increase thriftiness and 
a progressive decline in the amount of capital 
would ^et in. In so far as earned incomes are 
partly saved a stabilising factor is introduced into 
the picture. For a chance increase in capital 
would raise the equilibrium level of earned income, 
and the income of the earning classes would increase 
in a greater proportion than their wealth. For this 
class, therefore, saving may increase with an in- 
crease in the total of capital. But if the bulk of 
saving is done by individuals the whole of Whose 
income is unearned, then, in the case which we are 
considering, there is no equilibrium value of the 
total amount of capital corresponding to a given 
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rate of interest. Thus this assumption, which 
gives stable equilibrium within the capitalist class, 
gives unstable equihbrium for the system as a 
whole. 

r 

Neither of these two cases has much appearance 
of reality. It is natural to suppose that an increase 
in income would lead to an increase in the habit 
of bequeathing wealth to descendants, so that the 
first case could not occur. The second case appears 
equally unreal, for it is natural to suppose that the 
amount of wealth which an individual requires to 
provide a sense of security rises with his standard 
of life, and that the amount which he requires to 
satisfy pride rises with the amount possessed by 
his rival capitalists, so that a general increase in 
the income of the capitalist class, even though it is 
associated with a proportionate increase in their 
wealth, leads to a rise, not a fall, in the amount 
which they desire to save. This view is congenial 
to common sense, since a richer community does 
not normally exhibit a lower propensity to save 
than a poorer community. It is necessary Co ad- 
mit the theoretical possibility that the assumption 
that saving increases with income may fail to be 
fulfilled under long-period conditions, and when it 
is not fulfilled there is no unique position of long- 
period equilibrium corresponding to a given rate of 
interest. But to pursue the analysis of neutral or 
unstable long-period equilibrium would involve an 
expenditure of ingenuity which scarcely seems 
profitable. It is better boldly to postulate, what is 
after aU highly plausible, that an increase in total 
income would lead to an increase in saving, even 

146 



THE CONOEFT OP ZERO SAVING 

when it is associated with an increase in wealth. 
The foregoing analysis of the long-period theory of 
employment was conducted upon this assumption. 
Upon this assumption our first two cases are ruled 
out of court . 

There is a third case, in which stable equilibrium 
obtains both for the system as a whole and within 
the capitalist class. In this case it is assumed that 
an increase in the general level of wealth does not 
discourage saving, but that an increase in relative 
wealth does. Then to each amount of total capital 
wiU correspond a certain distribution between indi- 
vidual capitalists which will induce zero saving 
for each individual, as in our second case. The 
pride and ambition of the savers wiU reach satura- 
tion as their wealth increases relatively to the 
average of the capitalist class, while the humilia- 
tion of losing wiU after a point induce the dis- 
savers to live within their means. But in this 
case a chance increase in the total of capital would 
not reduce the motive for saving, since the average 
ownership of wealth, which is assumed to govern 
the desire for possession, would rise with the total. 
If the new capital is imagined to accrue to a parti- 
cular group of capitahsts, they would be induced 
to dis-save, but envy wiU now inspire saving on the 
part of others, and after a process of re-shuffling 
an equilibrium distribution of ownership wiU be 
attained. The level of total income corresponding 
to zero total saving will be lowered when the 
average ownership of capital is increased, and there 
will be a unique equilibrium amount of capital 
corresponding to a given rate of interest. Thus a 
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position of stable equilibrium exists for the system 
as a whole as well as for the capitalist class. 

A fourth case arises from the assumption that the 
saving of an individual increases with^his present 
income, even though his wealth has increased at 
the same time. In this case there is stable equili- 
brium for the system as a whole, since a chance 
increase in capital would lead under long-period 
conditions to an increase in saving. But there is 
no equihbrium within the capitahst class. Any 
individual who happens to save will augment his 
inoome and so increase his rate of saving. While 
any individual who is induced to dis-save by a 
decline in income wiU reduce his income progress- 
ively and increase his dis-saving, until the whole of 
his wealth has disappeared and he is driven from 
the ranks of the capitalist class. In this case, the 
total of capital being given, there is a progressive 
concentration of wealth going on at any moment, of 
which the only logical resting-place is reached when 
the whole national capital is owned by the most 
pertinacious saver in the capitahst class. Bizarre 
as it may appear, this case is in some respects the 
most reahstic of the four which we have considered. 
For it may very well be that in a modem capitahst 
society there is a strong underlying tendency 
towards a progressive concentration of wealth, 
which is only held in check by periodic redistribu- 
tion through accidents, death duties, the division 
of large estates between several heirs and the 
occasional appearance of a spendthrift in a wealthy 
family. 

The underlying tendency towards concentration 
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may be partially offset by a decline, as time goes 
by, in the thriftiness of wealthy famihes. The 
sons of Marshall’s successful business man “ are 
perhaps Jeft a good deal to the care of domestic 
servants who are not of the same strong fibre as 
the parents by whose influence he was educated ”, 
and instead of concentrating on business ambition 
they are “at least equally anxious for social or 
academic distinction so that the family firm 
withers hke a tree in the forest ; similarly the 
sons of the assiduous saver may turn from their 
father’s ways, and the family fortune begin to 
decay. Equifibrium of the Marshallian type would 
be established when there was zero saving on 
balance within each grade of the capitalist class, 
while the personnel of each class was altering. At 
any moment some individuals within a grade would 
be saving and rising out of it, and some dis-saving 
and falhng below it, their places being taken by 
dis-savers from a higher grade and savers from a 
lower grade. There would then be no progressive 
tende;5jcy towards the concentration of capital in 
ever fewer hands. 

Even when the tendency to concentration pre- 
vails over the tendencies which bring about re- 
distribution, so that there is no equifibrium within 
the capitalist class, there is still, as we have seen, 
a unique equifibrium total amount of capital 
corresponding to a given rate of interest at any 
moment. But if concentration is proceeding 
through time, so that the distribution of income 
is becoming progressively more unequal, then the 
1 Prvnc^les, p. 300. 
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thriftiness of the community ■will be increasing, 
and the equilibrium amount of capital, correspond- 
ing to a given rate of interest, will fall as time goes 
by. Thus as concentration proceeds the equi- 
librium level of income and employment will fall. 
The final position of equilibrium is not reached 
until the whole capital of the community is owned 
by one man, and his capital is reduced to the point 
at which his savings are zero. The evils Df unequal 
distribution will then have produced their maxi- 
mum efiect. 

The paradoxical appearance of the foregoing 
discussion is partly to be attributed to the fact that 
we had ruled out of account an important influence 
tending towards stability. We have yet to examine 
the effect of unemployment upon the thriftiness 
of the community. A reduction in the net income 
of capitalists and employed workers due to the 
fact that they are obliged to support the unem- 
ployed may be assumed to reduce the amount that 
they save. Thus, in general, the larger the amount 
of unemployment corresponding to a giveiv. level 
of employment, the smaller will be the aniOunt of 
saving corresponding to a given level of employ- 
ment, and the higher will be the equilibrium level 
of employment. Moreover, the equilibrium level 
of emplo3nnent will tend to be higher the more 
lavish is the provision made for the unemployed. 

Conditions of neutral or imstable long-period 
equilibrium are less hkely to arise when the unem- 
ployed are supported by the rest of the community 
than when they are left to fend for themselves- 
For an increase in the stock of capital, with a given 
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rate of interest, would be accompanied, if it per- 
sisted in equilibrium conditions, by an increase in 
employment. But a reduction in the drain on the 
incomes pf the rest of the community caused by 
unemployment would lead to an increase in saving. 
Thus the condition for stable equilibrium, that a 
chance increase in capital leads, under long-period 
conditions, to an increase in saving, is more likely 
to be fulfilled the more ample is the provision for 
the unemployed. 

So long as the unemployed are supported at the 
expense of the rest of the community, that is to say 
by taxation or by charity, there is no disturbance 
to equilibrium within the capitaHst class. But we 
must also consider the case in which the unemployed 
are supported by borrowing, either privately or by 
the state. 

In this case the incomes of the rest of the com- 
munity, when the system as^ a whole is in equili- 
brium, will be just so great as to induce a rate 
of positive saving equal to the negative saving 
represented by borrowing on behalf of the unem- 
ployed. *Equilibrium within the capitalist class 
wiU not then exist, for accumulation must continue 
as long as borrowing persists. If to-day inherits 
yesterday’s debts, to-day is not a simple repetition 
of yesterday. 

A source of disturbance is now introduced into 
the equilibrium situation. For, when the amount 
of unemployment is considerable, the ever-mount- 
ing burden of debt must sooner or later reach a 
point at which it becomes intolerable, so that some 
means have to be found to curb the exactions of 
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creditors. In such a case the institution of a 
Jubilee Year, at which aU debts are forgiven, might 
fend ofi political upheavals and enable the com- 
munity to continue indefinitely supporting the 
burden of long-period unemployment. . 
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When the stock of capital is in equilibrium a rise 
in the rate of interest, or a fall in prospectire 
earnings, wiQ set up a tendency for disinvestment 
to occur. -But the extent of the disinvestment 
■will be different for different types of capital goods. 

In this connection capital goods may be divided 
into two classes, according to the method by which 
their efficiency is maintained. A machine of one 
type has a certain period of working life, after 
which it is discarded and replaced by a similar 
new machine. The other type, of which a railway 
bridge is an example, has, practically speaking, 
permanent hfe, provided that running repairs are 
carried out. In many cases either method of 
maintenance is technically possible, but one wiU 
be less costly than another. A buildtag could be 
left wijihout adequate repairs until it began to fall 
to pieces, and another building could then be 
erected in its place, but if this method were pur- 
sued the amortisation fund required permanently 
to maintain the equivalent of the original building 
would be a greater proportion of its initial cost 
than if the method of continuous repairs was 
adopted. A lick of paint from time to time will 
save expense m the long run. 

The extreme case of the first type is to be found 
in, for example, a stock of coal, of which the whole 
initial cost (assuming prices are unchanged) has 
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to be laid out each time the capital is used if the 
initial stock is to be maintained intact. An ex- 
treme example of the second type is the preparatory 
survey for a railway line, where the capital is main- 
tained permanently intact without any expenditure 
above the initial cost. From the point of view of 
the generation that inherits it, capital of this t 3 rpe 
is equivalent to “ the free gifts of nature ”. A 
border-Hne case is provided by a machine which 
has, say, ten years of working life at full efficiency 
if no repairs are undertaken, and which has a 
permanent life if 10 per cent, of its initial cost is 
laid out each year on repairs. In this case an 
amortisation fund of 10 per cent, of cost is required 
to maintain efficiency by either method, and it will 
be a matter of indifference (neglecting interest) 
which method is pursued.^ 

The risk involved in the initial investment in 
equipment of the second type is greater than in 
the investment of an equal sum in the first type. 
Against the first type an amortisation fimd is 
accumulated during the life of the machiive, and 
if, when the time for renewal comes, the prospects 

^ Many cases will present a more complex problem. In general, 
the efficiency of a machme will fall off gradually, if no outlay 
IS made on repairs, untd it finally becomes useless. The more 
is spent upon repairs the greater will be the efficiency of the 
machme for a given length of life, and the greater will be the 
length of life at a given level of efficiency. It is therefore neces- 
sary to balance the cost of repairs against the dechne in earnings 
of the machme which will occur, in a given state of the market, 
if repairs are not undertaken. In most eases where the replace- 
ment method is used some current repairs will also be profitable. 
Equipment belongs to the second type when it is profitable to 
mamtain perpetual hfe at a given level of efficiency by means of 
repairs alone. 
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of that type of machine are less bright than they 
were when it was first made, the fund can be used 
for buying a different machine or for holding a 
security,’ instead of replacing the defunct equip- 
ment. But' where the method of repairs is used 
each year’s contribution to amortisation is sunk in 
the equipment as it is made and cannot be used 
for acquiring any tjrpe of asset other than the 
machine in’ question. If two pieces of equipment, 
one of either type, each with an amortisation fund 
of 10 per cent, of cost, both lose aU prospect of 
future earnings in the fifth year of life, the owner 
of the machine of the first type can save half the 
cost of the machine from the wreckage, while the 
owner of the other machine can save nothing. 
With equipment of the first type the possibility 
of “ getting your capital out of the business ” in 
case of need is much greater than in the second 
type. If the most probable prospective profits 
are equal in the two cases when the initial invest- 
ment is made, the degree of certainty must be 
greater to induce an investment of the second 
tjrpe, or, with a given degree of certainty, pro- 
spective profits must be higher.^ 

For equipment of the first type the process of 
disinvestment is perfectly symmetrical with the 

^ In the border -Ime case given above the method of renewal 
will for this reason, be preferred to the method of repairs. In. a 
chancy market the border ime will be pushed further into the 
territory of the method of repairs than would be the case if future 
prospects were known with oertamty. Bisk is allowed for m the 
calculation of prospective profits, and for simplicity two pieces of 
equipment may be described as havmg equal prospective profits 
if these prospects are equal after allowance has been made for any 
difierenoe in risk. 
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process of investment. But with equipment of 
the second type the case is different. If the rate 
of interest rises after the investment has been 
made the machine will continue to be maintained 
so long as its current yield exceeds its current 
upkeep. 

A simplified example wiU make the point clear. 
Suppose that there is a set of ten similar machines 
each costing £100 to produce, with a length of life 
of ten years, and suppose that at a particular 
moment the age of the machines is evenly distri- 
buted, one dating from each of the past ten years. 
Suppose that the expected earnings of the set of 
machines are £150 per annum. Then the outlay of 
£100 to replace the oldest machine w'hen it wears 
out is equivalent to the purchase of a perpetual 
aimuity of £5 (the earnings of the machine being 
£15 and its depreciation allowance £10 per year).^ 
Thus if the rate of interest is 5 per cent, the machine 
will be replaced. If the rate of interest is greater 
than 5 per cent, it vsdU not be replaced. At the end 
of a year, unless prospective earnings have risen or 
replacement cost fallen, a second machine will be 
allowed to wear out and so forth, the stock of 
machines gradually dwindling, and being replaced, 
from the point of view of their owner, by securities. 
Now suppose that a single machine, costing £1000 
to produce, can be kept in repair by an aimual out- 
lay of £100, and suppose that if this outlay is not 
made in any one year the machine becomes un- 

1 Jn this illustration, as in that above, interest earned on the 
amortisation fund is left out of account in order to simplify the 
calculation. 
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usable. Suppose as before that its earnings are 
£150 per year. Now an outlay on repairs of £100 
in any one year results in a profit of £50. Although 
it would’ not pay to produce the machine in the 
first place if the rate of interest were more than 
5 per cent., it will not pay, once it exists, to let it 
faU out of repair, whatever the rate of interest may 
be. The continued existence of the plant after the 
rate of interest has been raised will prevent prospec- 
tive profits from being gradually increased by the 
gradual disappearance of similar machines, and the 
price of the machine wfil remain permanently below 
its cost of reproduction. 

Thus if the rate of interest falls below 5 per 
cent., the stock of both tjp)es of equipment will 
be increased, but if it rises above 5 per cent, 
the stock of the first type only will be reduced, ^ 
Similarly a small fall in prospective profits wiB 
lead to disinvestment in the first but not in the 
second type of equipment.® 

This example is highly simplified. Normally 
the life^of a machine will not come to an abrupt 
end as soon as expenditure on repairs is cut down, 
and a rise in the rate of interest, or decline in pro- 
spective earnings, would lead to some reduction 

^ Cf. the distinction between capital goods and rent-earning 
goods drawn by Wicksell, Interest and Prices^ p. 126, A 
similar pomt is discussed in connection with the notion of normal 
profits by Mr, G. F, Shove, Economic Journal, March 1933, p. 119 ; 
by Mr. R, F. Harrod, Econormc Journal, June 1933, p. 337 and 
Qwrt&rly Journal of Economics, May 1934, p. 457 ; and by myself. 
Quarterly Journal of Economics, November 1934, p. 108, 

* A rise in the cost of capital goods, relatively to their yield, 
has an equal efiect on both types, provided that the rise affects 
repairs and replacement in the same proportion. 
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in the amount of repairs that it is profitable to 
carry out. But in the normal case the distinction 
between the two types of equipment, though less 
dramatic than in this example, will still be' present. 

If a significant amount of plant is of the type 
which is maintained by repairs, it follows that the 
amount of capital per head in a position of equili- 
brium is not uniquely determined by the rate of 
mterest. Any period of investment will leave a 
permanent legacy behind it, and if a given position 
is reached after a period of low interest rates, or 
exaggerated expectations of profit, capital per 
head will be greater, real wages higher and the 
level of profits lower, than if the same position had 
been reached with a past history of lower rates of 
capital accumulation. 

This consideration is of great importance in 
many departments of economic analysis. Its most 
interesting application is to the problem of declin- 
ing population. If a given level of population is 
reached after a period of decline, its capital equip- 
ment will be greater than if the same population 
had existed for some time in a condition of stability 
or were reached after a period of expansion. In 
a community where population has declined there 
will be a large amount of plant whose price is less 
than its cost of production. The earnings of this 
equipment have fallen below the level which was 
necessary to tempt it into existence in the first 
place, but are not yet so low as to cause it to fall 
out of use. Beal wages are consequently higher 
than would otherwise be the case. In effect certain 
capitalists have been disappointed into providing 
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capital more cheaply than they intended, and the 
rest of the community is benefited at their expense. 

Now it happens that the class of capital whose 
prospective earnings are most affected by changes 
of population — chouses, land drainage, roads and 
railways — is also a class in which the repair method 
of maintenance is predominant. Thus the principle 
governing disinvestment is of the greatest import- 
ance to a community with declining population. A 
smaller population inherits housing and permanent- 
way designed for its more numerous ancestors. 
Rents and fares are low. The railway companies 
pay small dividends, and at some stage may have 
passed through a process of bankruptcy, ruining 
their debenture-holders but enriching the rest of 
the community. 

Let us compare two communities, each of which 
is in full equilibrium with a stationary population,^ 
which are alike in every respect except that in one, 
say Alpha, capital is predominantly of the type 
which is maintained by repairs, while in the other. 
Beta, It, is maintained by renewals. Since, in the 
extreme case, capital of the first type is equivalent 
to natural resources, we may suppose that in Beta 
land is superabundant. In face of a decline in 
population, each community wiU suffer a decline 
in employment.® The reduction in consumption, 
expected to be permanent, will lead to a decline 
in the stock of capital. The decline in employment 
will be greater in Beta, not oiily while disinvest- 

^ The argument can readily be generalised to cover the case 
m which long-period equihbnum does not obtain in the initial 
position. 

® See p. 131. 
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merit is proceeding as a result of the reduced profit- 
ability of capital goods, but also permanently, 
since in Alpha thnftiness is bkely to be permanently 
reduced by the impoverishment of capftahsts. In 
each there will be an initial rise in real wages, for 
with reduced employment, capital per unit of 
labour will increased But in Beta the stock of 
capital will decHne as time goes by and real wages 
will gradually relapse towards their former level, 
while in Alpha the predominant part of the stock 
of capital will remain in existence and real wages 
will be permanently raised. 

Thus it appears that (except so far as the 
capitahsts are concerned) Alpha is in a more favour- 
able position than Beta, m face of a decline in 
population. But against this must be set a serious 
disadvantage. If any circumstance favourable to 
investment, such as a decline in the rate of interest, 
were now to occur, the consequent mcrease in 
employment will be much greater in Beta than in 
Alpha. Let us suppose that, after the dechne in 
population has occurred, the price of every jSnd of 
capital good in Alpha is less than its replacement 
cost. A small fall in the rate of interest will then 
lead to a rise in the price of capital goods in Alpha, 
but to no other effect, whereas in Beta it will 
inaugurate a period of investment and increased 
employment. After the lower rate of interest has 
ruled for some time the stock of capital in Beta will 
have increased and the difference between the two 

^ The notion of an ‘‘optimum population’*, at which average 
real income is maximised, can only be discussed m long-penod 
terms, for, from a short-period point of view, population is always 
greater than the optimum. 
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communities will be lessened. But Beta will enjoy 
the short-period benefits of investment, from which 
Alpha is debarred. 

This iS upon the assumption that the free play of 
private enterprise is allowed to determine the level 
of employment. It would always be possible for 
the authorities to offset the deleterious effect of a 
decline in population upon investment by taking 
measures calculated to increase the propensity to 
consume. 
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An attempt to submit the General Theory of Em- 
ployment to diagrammatic treatment is subject 
to grave objections, since few of the concepts con- 
cerned can be reduced to precise quantitative 
terms. A formahsed treatment may however be 
of use merely as an alternative method of express- 
ing some of the propositions of the foregoing 
analysis. It will be found necessary to make a num- 
ber of simphfications in order to reduce them to a 
form which can be expressed in a two-dimen- 
sional scheme. 

The Supply Ctjbvb op Labotje 

It is clearly permissible to say that, in some 
sense, the amount of labour which a given popula- 
tion ^ is able and willing to provide will vary- with 

^ An attempt is sometimes made to treat movements of 
population as a function of real wages. In the simple Malthusian 
view the supply of workers is perfectly elastic at a certain wage, 
representing the minimum standard of life. But even in those 
countries where Malthusian conditions prevail, the declme m the 
death-rate which follows an improvement m real wages does not 
come about m any simple or immediate way, but shows itself 
partly in, for instance, a better resistance to the next epidemic 
which happens to follow the improvement, and partly m the 
enhanced efficiency of those who survive. Professor Pigou 
(Stationary States, p. 167) restates the Malthusian argument m 
terms not of a physical minimum but of a customary standard of 
life. On this view, if, for instance, agricultural workers are used 
to enjoying wireless sets, we must expect that they will refuse to be 
bom when wages fall to a level at which they can no longer a:fford 
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the ruling level of real wages. But the conception 
of a given amount of labour presents certain diffi- 
culties. First of all the notion of the total supply 
of labour can be given no precise meaning for a 
system within which labour is immobile, between 
areas or between trades, and our illustrations must 
be confined to cases in which either there is a high 
degree of mobility or the demand for labour of 
various types always moves in such a way as 
to require no change in their relative supply. 
When this difficulty is disposed of, others remain. 
The amount of work which an individual provides 
in a day varies with his personal efficiency, with the 
intensity of his efforts and with the number of 
hours worked per day, none of these variables being 
completely independent of the others, and the 
number of worker-days which a given population 
provides varies with the average number of workers 
per family.^ Moreover, a given proportional in- 
crease in one dimension of the supply of work will 
not produce the same effect upon the total, along 
whichever dimension it is made. To double the 
number of workers, keeping hours imchanged, is 
not equivalent to doubling the number of hours, 
keeping the number of workers the same. A unit of 

them. It IS sometimes argued that in the Western world the 
Malthusian law is reversed (cf. Robertson, Economic Fragments, 
p. 16) and that a conmnmity which has become accustomed to an 
improved standard of life will eicperience a declme in the birth 
rate. But neither the Malthusian nor the reverse-Malthusian law 
works with su£S.cient regularity for the notion of population move- 
ments as a function of real wages to be a profitable simplification, 
and it seems preferable to treat population movements as an 
independent datum. 

^ Robertson, loc, p. 7. 


163 



DIAGRAMMATIC ILLUSTRATIONS 

work is therefore a conception of some complexity. 
Similarly, the level of real wages is not a simple 
rate of earnings per unit of work but a highly 
complicated system of interrelated rates.* In any 
particular inquiry the relevant complexities must 
be taken into account, but for many problems a 
rough-and-ready treatment will suffice. For the 
purely illustrative purpose of the present note we 
will suppose that circumstances are such that it is 
possible to construct an appropriate compensated 
unit of work, representing a man-day of given 
efficiency, and an appropriate index of real wage 
rates per unit of work. It is then possible to draw 
a curve connecting the amount of labour which 
the population wishes to provide with the ruling 
rate of real wages. 

A rise in the level of real wages wiU have effects 
which tell in opposite directions. On the one hand 
it will raise the personal efficiency of the workers by 
improving their standard of life; on the other hand, 
as needs becomes less urgent, the choice between 
an increase in leisure and an increase in earnings is 
likely gradually to turn more and more in favour 
of leisure, in spite of the extra inducement to work 
represented by a higher rate of reward. As the 
rate of real wages rises, hours of work will generally 
tend to be reduced, the working life of the re- 
presentative individual wiU be shortened both by 
longer education and earlier retirement, and women 
will be less anxious to find employment,^ Though 

1 The choice between earnings and leisure is not, in modern 
conditions, left entirely, or mainly, to the preference of the 
individual, but is standardised by collective decisions, legal or 
customary, as to the length of the working day, the period to be 
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the question is not entirely beyond dispute, it may 
be regarded as a general rule that the amount of 
work provided by a given family of given efficiency 
will fall as real wage rates rise.^ Thus as the level 
of real wag^s rises a decrease in hours of work and 
in the number of workers in the representative 
family must be set against the improvement in 
personal efficiency. At very low levels the latter 
must be of preponderating importance, and when 
the standard of life falls below a certain point the 
supply of labour must contract even though every 
available person is prepared to work to the maxi- 
mum physical limit. As the level of real wages 
rises the improvement in efficiency due to an incre- 
ment of earnings will become less and less, and a 
point will be reached at which the effect of reduced 

Spent in education, and so forth. These decisions, however, will 
be largely influenced by the urgency of the needs which have to 
be sacrificed to secure the benefits of leisure (cf. p. 67). 

^ Marshall (Principles^ p. 528-9) held that this generahsation 
only applies to those who live in “southern climes”. While 
“ those whose mental horizon is wider, and who have more firm- 
ness and elasticity of character, will work harder and longer the 
higher^he rate of pay which is open to them And he concludes 
“ that mcreased remuneration causes an immediate mcrease m 
the supply of efficient work, as a rule ; and that the exceptions to 
this rule . , . are seldom on a large scale”. Weight must be 
allowed to this view, but there is a considerable body of evidence 
agamst it (see, e.g. Douglas, Theory of Wages, chapters xi and xii). 
Mr. Harrod’s attempt to disprove it by a priori methods (Economic 
Journal, December 1930, p. 704) unfortunately breaks down, for 
it IS not the case, as he asserts, that a curve, which has less than 
unit elasticity at both ends, cannot (apart from “ kinks and 
irregularities ”) have more than unit elasticity over an intermediate 
range. 

A rise in the marginal above the average rate of pay, such as is 
offered under over-time schemes, will normally call forth additional 
work. Such schemes introduce some complications which are not 
here discussed (of* Eobertson, loc, cit., p. 8). 
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mllingness to work begins to outbalance the effect 
of increased ability. A curve representing the 
supply of labour will therefore be of some such form 
as that shown in Fig. 1, at first forward-rising, 
reaching a point of zero elasticity and then becom- 
ing backward-rising. 



The supply of labour reckoned in units of 
work is measured on the x axis and the level 
of real wages per unit of work on the y axis in 
this and the following diagrams. 

This curve is of use solely in depicting thS point 
of full employment. It does not represent the 
amount of work which will actually be done at 
any level of real wages, but the amount of work 
which the population is willing to provide. 

In a case in which either Trade Union poHcy 
or spontaneous feehng dictate a minimum level of 
real wages, such that workers will prefer to face 
the hardships of unemployment rather than accept 
it {p. 38, n. 3), the lower part of the curve wiU be 
highly elastic at a rate of real wages corresponding 
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to this mmimum. In face of a lasting period of high 
unemployment the minimum level of real wages 
demanded is likely to fall, for though wage rates 
tend to rise as unemployment increases the average 
earnings of -the whole working population will be 
low when unemployment is high, and both the 
customary standard of life and abihty to hold out 
for terms will be declining.^ 

The level of unemployment experienced over a 
number of years will affect the supply curve of 
labour in other ways. On the one hand a high 
level of unemployment, just as much as a low level 
of real wages, may lead to a loss of efficiency and 
so cause the available supply of labour to fall off. 
On the other hand hours and intensity of work are 
increased not only by a faU in real wages but also 
by an increase in insecurity, which causes workers 
to placate their employers, in fear of losing their 
jobs, by working hard and refraining from com- 
plaints about unpleasant conditions. When the 
actual level of employment is high workers become 
more exacting and are less willing to endure long 
hours or to submit to being speeded up. Thus a 
high level of unemployment will tend to reduce 
the available supply of labour in one way and 
increase it in another. The net effect of these 
changes may be represented by a shift in the 
supply curve. But such considerations show one 

^ The rainunum level will be conceived in terms of wages per 
man, whilst our curve is drawn up in terms of wages per unit of 
work. The weakening of resistance may take the form of willing- 
ness to work longer hours for the same daily wage. The para- 
doxical expedient of lengthenmg the workmg day in the face of 
severe unempio3mient is not unknown in practice. 
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of the imperfections of the method of treating the 
available supply of labour in a given population 
as a function of real wages alone. 

The Long-period Demand Curve for Labour 

The relation between real wages and the actual 
amount of employment must next be considered. 
A curve can be drawn up, in given .conditions, 
relating the amount of employment to the level of 
real wages which would rule if that amount of em- 
ployment were to obtain under equilibrium condi- 
tions. This curve will not be independent of the 
manner in which the amount of employment is 
conceived to alter, and a different curve must be 
drawn up for each type of movement. If a change 
in employment is conceived to be due to a move- 
ment of the rate of interest it will be accompanied, 
in the long period, by a change in capital per head, 
and consequently in the marginal physical produc- 
tivity of labour. If it is conceived to be due to a 
change in thriftiness, with a given rate of interest, 
capital per head will be unaltered (except in so far 
as a change in land per head induces a change in 
capital per head), but the relative supply prices of 
wage-goods and non-wage-goods are likely to be 
affected. This curve has some afSnities with the 
conception of a demand curve, since it relates the 
level of employment to the corresponding wage rate. 
But it is fundamentally different m nature from an 
ordinary demand curve. The rate of wages is not 
an independent and the amount of employment the 
dependent variable. Both are dependent upon 
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variations in the rate of interest or the level of 
thriftiness. If circumstances are such that the 
level of employment is x, then the same circum- 
stances produce a real wage rate y. For lack of 
a better term the curve will be described as a 
demand curve for labour, but it is important to 
bear in mind the distinction between this curve 
and an ordinary demand curve. 

To illustrate some of the propositions set out 
in the foregoing discussion of the “ Long-period 
Theory of Employment ” we will make use of 
the curve appropriate to changes in the rate of 
interest. If technical conditions, natural resources 
and the degree of monopoly are given, and if 
thriftiness is unchanged except in so far as it is 
a function of the rate of interest, there is a 
unique level of employment corresponding imder 
conditions of long-period equilibrium to each rate 
of interest and a unique level of real wages corre- 
sponding to each level of employment. A demand 
curve can then be drawn up depicting the change 
in the, level of real wages which accompanies a 
change in the equilibrium level of employment 
brought about by an alteration in the rate of 
interest. We have seen that a fall in the rate of 
interest may either increase or decrease the equili- 
brium amount of employment (pp. 113-119). But, 
when there are no scarce factors, a faU in the rate 
of interest always raises the level of real wages. 
Thus the elasticity of our curve may be either 
positive or negative. When scarce factors are 
present (p. 129) a faU in the rate of interest which 
leads to an increase in employment will be aocom- 
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panied by a smaller rise in real wages than if 
there were no scarce factors, or even by a fall, 
while a faU in the rate of interest which reduces 
employment will be accompanied by a greater rise 
in real wages. Thus the efiect of scarce factors is 
to increase the elasticity of the curve. 

Figs. 2 and 3 represent two of the many possible 
forms which may be assumed by the long-period 
demand curve appropriate to changes in the rate of 
interest, the direction of the arrows showing the 
direction of a fall in the rate of interest. Fig. 2 




depicts a case in which scarce factors are unimport- 
ant, so that a fall in the rate of interest always raises 
real wages, and in which successive reductions in 
the rate of interest at first increase and then reduce 
the equilibrium level of employment (p. 123). 
Fig. 3 depicts a case in which a fall in the rate of 
interest always increases employment, and in 
which the effect of scarce factors becomes increas- 
ingly important as employment expands, so that 
successive reductions in the rate of interest at 
first raise and then lower the equilibrium rate of 
real wages. 
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Full Employment 

Tlie point of full employment is defined by the 
point of 'intersection of the supply curve and the 
demand curve. When effective demand is such 
that actual employment stands at this level, then 
every unit of work available at the corresponding 
level of real wages is bespoken and one entre- 
preneur can increase the amount of labour he em- 
ploys only by reducing the amoimt employed by 
someone else. Figs. 4, 5, 6 and 7 represent cases 



0 F o F 


Fio. 6 Feg. 7 

D in each diagram is the demand curve, and 
S the supply curve. OF represents full employ- 
ment and OW the real wage rate which rules 
when full employment is attained. 
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in which the elasticities of the demand and supply 
curves have the same or different signs at the point 
of intersection. 

Beyond the point of intersection the” demand 
curve lies below the supply curve when the supply 
curve is rising and above it when it is backward- 
rising.^ For, where the curves cut in the contrary 
sense an increase in effective demand, at the point 
of intersection, is accompanied by a change in the 
level of real wages which calls forth a greater in- 
crease in the available supply of labour, and full 
employment does not obtain. This rule applies 
equally whether a rise or a fall in real wages is 
associated with an increase in employment, and 
equally whether a fall is due to the existence of 
scarce factors or to the fact that an increase iu 
equilibrium employment requires a rise in the rate 
of interest. The direction of the arrows shown in 
Kgs. 2 and 3 is therefore irrelevant in the present 
context. 

In some circumstances no point of mtersection 
exists between the supply curve and the- long- 
period demand curve, because the long-period 

1 Mr. Keynes’ definition of involuntary unemployment is not 
strictly accurate. “ Men are involuntarily imemployed if, in the 
event of a small rise in the price of wage-goods relatively to the 
money-wage, both the aggregate supply of labour willing to work 
for the current money-wage and the aggregate demand for it at 
that wage would be greater than the existing volume of employ- 
ment ” {General Theory, p. lb). This condition is fulfilled by the 
level of employment OF in Fig. 7 at which there is no involuntary 
unemployment. Mr. Keynes’ defiiution is appropriate only to 
short-penod conditions, when a fall m real wages is a symptom of 
an mcrease in effective demand, and it is formally correct only for 
cases in which the elasticity of supply of labour in terms of real 
wages is zero or positive. 
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demand curve appropriate to changes in the rate 
of interest lies entirely within the supply curve (p. 
125) as in Fig. 8. But reductions in thriftiness 
with a givei^ rate of interest lead to no increase in 
output per head. The demand curve appropriate 
to changes in employment brought about by changes 
in thriftiness wdll have infinite or negative elasticity 
(as in Fig. 9), and since there must always be some 
level of employment at which the available supply 
of labour becomes perfectly inelastic, a point of 




intersection between the two curves must always 
exist. * In short, while there may be circumstances 
in which full employment cannot be reached by 
manipulation of the rate of interest, it can always 
be reached by a sujBficient reduction in thriftiness 
(p. 126). 

It is important to bear in mind that the point 
of intersection of these curves is not of the same 
nature as the point of intersection of ordinary 
supply and demand curves. It does not represent 
a point of equilibrium, but merely the point 
beyond which it is impossible for employment to 
expand. 
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The Short-period Demand Curve 

Any given point on the long-period, demand 
curve is intersected by a short-period demand 
curve, sho-wing the course that real wages would 
follow if a change in employment were to occur 
after equilibrium had been reached with the stock 
of capital appropriate to that point on the long- 
period curve. The short-period curve falls off 
steeply for an increase in employment above the 



Dl is a long-period demand curve for labour. 
Dsi is the short-period curve appropriate to 
the point Pi and Ds^ to the point Pg. 

The direction of the arrows shows the direction 
of a faU in the rate of interest. 

long-period equilibrium amount, for with given 
equipment the marginal physical productivity of 
labour falls with an increase in employment ; while 
it rises above the long-period curve for a decline in 
employment, which reduces the intensity with which 
the given stock of capital goods is employed. This 
curve also must be drawn with reference to the 
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manner in which a change in effective demand is 
brought about. In the case illustrated ia Fig. 10 
changes are conceived to be due to changes in 
investmeht brought about by movements in the 
rate of interest. 

Fig. 10 represents the case discussed on p. 119, 
where a faU in the rate of interest leads in the long 
period to a faU in employment. Suppose that when 
equilibrium’ has been reached, at Pi, to a certain 
rate of interest, a fall in the rate of interest occurs. 
Employment will increase and wages fall to a point, 
Ni, on the short-period demand curve appropriate 



to Pi. • As time goes by, if no further change takes 
place employment will faU and wages rise to Pg, the 
point of long-period equilibrium corresponding to 
the lower rate of interest. If the rate of interest is 
now raised to its former level, employment wiU fall 
and wages rise to a point, Ng, on the short-period 
demand curve appropriate to Pg. As time goes by 
emplojment wiU increase and wages fall until they 
are once more restored to the position Pi. 

The short-period demand curve wUl normally be 
of the form shown in Fig. 11, having a rapid change 
of slope at the point, P, which corresponds to the level 
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of employment, OE, at which a preponderance of 
firms in the consumption industries are working to 
their designed capacity. If employment is increased 
beyond OE a sharp rise of prices and fall of real 
wages will occur. We have suggested (p. 37) that 
OE represents in a certain sense the optimum level 
of employment from a short-period point of view. 

The point of full employment represents the 
point beyond which it is impossible for output to 
expand. But an increase in output may be 
limited not only by the available supply of labour 
but also by available plant and equipment. It 
appears at first sight as though there must be two 
limits — ^the point of full employment and the point 
of full capacity — and that the second maybe reached 
before the first. This view, however, is not form- 
ally correct. For at the point of full capacity the 
demand curve becomes perfectly inelastic and must 
finally cut the x axis, while the lower reaches of the 
supply curve must have a positive elasticity and it 
must finally cut the y axis. Thus if the two curves 
have not intersected before the volume of einploy- 
ment is reached which corresponds to full capacity 
they must intersect when it is reached. The point 
of full employment, therefore, cannot lie beyond 
the point of full capacity and it is formally correct 
to say that the upper limit to the possible expansion 
of output is set by the point of full employment. 

Changes in Unemployment 

In Fig. 12 OE represents the actual amount of 
employment and OF, full employment. At first 
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sight it seems natural to say that the amount of 
unemployment is measured by EF. But this is a 
quantity -which corresponds to nothing in the 
experience of the community concerned, for no one 
knows precisely how real wages would mo-ve if 
employment were to expand. Let PW, parallel to 
the X axis, cut the supply curve 8, in W, and let the 
perpendicular WG cut the x axis in G. Then OG 
represents the amount of work offered at the ruling 
real wage rate, PE (or WG). The amount of un- 
employment represented by EG is the amount of 



labotir, forthcoming at the ruling wage rate, which 
cannoh find employment. This corresponds to a 
more or less definite element in experience in the 
actual situation. There are a number of individuals 
who have not got Jobs who are anxious to have 
them, or who are working part time when they 
would prefer to work full time. The quantity EG 
is intended to represent the amount of work which 
they are anxious to do. Their anxiety may be 
more or less acute, and, as we have seen (p. 10), a 
theoretical difficulty is presented by the fact that it 
may be very acute without being strong enough to 
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break doivii the resistance to accepting a reduced 
money wage. In any actual situation the precise 
magnitude of EG cannot be discovered, but it 
corresponds to a commonsense conceptibn, and 
substantial changes in it are easy to detect. 

Changes in unemplojunent can occur in three 
quite distinct ways. There will be a reduction in 
unemployment, first, when there is an increase in 
employment, due to an increase in' effective 
demand. This would be represented in Fig. 12 by 



a movement of E towards F and of P towards Q. 
In the case illustrated unemployment would fall off 
less fast than employment increased, because the 
fall in real wages accompanying an increase in 
emplo 3 rment would increase the available supply 
of labour (p. 12, note). Second, there may be a 
rise in the supply curve of labour. This will occur 
when classes of individuals, such as children or mar- 
ried women, are prohibited from working (p. 69) or 
when there is an imposed reduction in the length 
of the working day (p. 63). In any given situation 
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a change in the conditions of supply of labour is 
likely to react upon the level of effective demand, 
but we will suppose for the sake of illustration that 
conditions are such that the actual amount of 
employment remains constant. 

In lig. 13, the supply curve is altered from Si to 
S 2 . Employment is constant at OE, and real wages 
at EP. EuU employment is altered from OFi to 
0E2- Unemployment is reduced by G 2 G 1 . 



Third, there may be a change in the demand curve 
for labour, such as is due to a change in the degree 
of monopoly or, in an open system, to a change ia 
money wages or in the exchange rate (p. 28). Once 
more we will suppose that the reaction upon effect- 
ive demand is offset, so that employment remains 
constant. 

In Eigs. 14 and 16 the demand curve falls from 
Di to Di. Employment is constant at OE. Eeal 
wages fall from EPi to EPs. Full employment 
is altered from OEi to OP 2 . Unemployment is 
reduced in Eig. 14 by GjGi and increased iu Eig. 
15 by GiGa. 
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It is clear from this analysis that the removal of 
unemployment may take deleterious as well as 
beneficial forms and that a situation in which un- 
employment has disappeared is not in alT circum- 
stances to be preferred to one in which it exists. 
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THE FOREIGN EXCHANGES ^ 


1 

The exchange rate is determined from day to day 
by supply ^nd demand of home currency in terms 
of foreign currency. Each transaction is two- 
sided, and sales are equal to purchases. Any 
change in the conditions of demand or of supply 
reflects itself in a change in the exchange rate, and 
at the ruling rate the balance of payments balances 
from day to day, or from moment to moment. 

The constituents of the demand for foreign 
currencies in terms of home currency (or the supply 
of home currency coming on to the exchange 
market) may be divided into four groups. Foreign 
currency may be required (1) in order to pay for 
goods or services purchased from foreigners (or to 
make ^ts to them), that is, in order to discharge 
obligations in respect to visible and invisible 
imports, (2) in order to make loans or purchase 
securities abroad, (3) for speculative purposes, that 
is to say, in order to take advantage of an expected 
reversal in the future course of the exchange rate, 
(4) in order to remove funds from a country in 

1 The subject-matter of this and the followmg essay has been 
the battle-ground of innumerable controversies, and I have 
preferred {apart from one or two specific points) to make no 
references to other writers, rather than to weary the reader with 
contmual acknowledgments and disagreements. It will be obvious 
that my mam endeavour is to elaborate the hmts thrown out by 
Mr Keynes m his Treatise on Money, Chap, 21, 
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wMch political, fiscal or business prospects appear 
threatening to one in which they seem relatively 
secure. A fifth group is represented by ofiScial 
exchange dealings, but, since our object is to dis- 
cover the influences determining the exchange rate 
in the absence of official interference, we shall 
assume that no official dealings take place, except 
when special reference is made to them.^ 

Interest on foreign capital invested in the home 
country is most conveniently treated, in the tradi- 
tional way, as an invisible import, since it repre- 
sents a payment for the services of foreign funds 
borrowed in the past. Day to day fluctuations in 
the balances of professional exchange dealers may 
be included in the third group, that is, as speculative 
transactions, though they do not represent specula- 
tion in the popular sense, but ai^^part of the routine 
business of the exchange market. 

If gold is treated as a commodity,® and if ex- 

1 An exchange rate which is considered undesirably high can be 
corrected by direct intervention in the exchange market. But while 
the monetary authonties can always sell an unlimited amount of 
their own currency they can only buy as much as their holdings 
of gold or foreign assets permit* For this reason it is impossible 
to hold the exchange rate indejfimtely above the level determined 
by a free market without resortmg to complete control of all 
dealings. 

» In some contexts it is convenient to treat gold movements 
in a different way (see General Theory^ p. 335 and Treatise, p. 329). 
In accordance with our present scheme of analysis an increment 
to the stock of gold inside the country must be regarded as part 
of home investment and a decrement as dismvestment. This 
has the advantage of puttmg the gold-producing countries upon 
the same footmg as the rest, and of puttmg a reduction in the 
stock of gold upon the same footing as a reduction in the stock 
of any other commodity* But no point of principle is mvolved. 
An mcrease in imports accompanied by an equivalent export of 
gold taken from stocks may be treated either as a decrease m the 
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change dealings as an instrument of official policy 
are ruled out of account, the first four groups cover 
the whole field. The third and fourth groups 
shade into each other, and the second shades into 
both, for exchange prospects and considerations 
of security influence foreign lending, while funds 
removed to a foreign country for security will 
normally be lent at interest, though they may be 
used to purchase gold or to make a deposit at a 
bank.^ Thus the motives which govern the de- 
mand for currency for foreign lending are inextric- 
ably bound up with the motives which govern 
exchange speculation and the panic movement of 
funds. It is therefore most convenient to dis- 
tinguish only two major categories in the balance 
of payments — ^payments in respect to imports and 
experts, which represent the income account or 
balance of trade, and payments in respect to lending 
and borrowing (covering the whole of the last three 
groups distinguished above) which represent the 
capital account or balance of lending. 

Now since the balance of payments always 

balance of trade (foreign investment) without any change in home 
mvestment, or as home dismvestment, without any change m 
the balance of trade. Exports of newly mined gold are in either 
case treated m the same way as exports of any other commodity, 

^ It is sometimes supposed that an mcrease m the prospective 
eammgs of capital m one country will lead to an mcreased desire 
on the part of foreigners to lend to it, for mstance, that a boom 
on Wall Street “ attracts money ” from Europe. But this cannot 
occur when home and foreign speculators take an equally optim- 
istic view of prospects, for if they do the price of securities will 
be driven up to such a pomt as to compensate for the improve- 
ment in their prospective yield, and no movement of foreign 
funds will actually take place. Only if the change in opinion 
leaves foreigners more bullish than home speculators will it lead 
to an mflow of foreign funds. 
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balances it follows that, for any section of time, 
payments in respect to the balance of trade must 
be equal and opposite to payments in respect to 
the balance of lending. Thus when, over any 
period, the inhabitants of a country have col- 
lectively a surplus of receipts 'from exports over 
payments for imports {ot positive balance of trade)^ 
they must, over the same period, on balance be 
lending (in the broad sense) to the inhabitants 
of foreign countries an exactly equal sum. Simi- 
larly a surplus of imports (or negative balance of 
trade) must be matched by an equal amount of 
borrowing. This is merely a truism, but it is a 
truism which provides the most convenient starting 
point for the theory of the exchanges. 

The same truism can be reached by another 
route, which it may be instructive to turn aside 
for a moment to follow. A positive balance of 
trade is equivalent to investment, from the point 
of view of the home country, and it has the same 
influence as investment upon the level of effective 
demand in the home country. It represents a 
certain volume of demand for current hom-e output 
without representing a supply of goods coming 
on to the home market (for the trade balance 
represents the home incomes earned by selling to 
foreigners minus that part of home incomes which 


^ The movement of goods and performance of services do not 
normally synchronise with the payments which are made m 
respect to them (cf. Haberler, Theory of International Trade, 
p, 18). This fact is of significance in certain contexts, but m 
order to avoid a cumbrous degree of exactitude we shall speak 
in what follows of, for instance, an increase in exports relatively 
to imports as an mcrease m the balance of trade. 
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is expended upon foreigners) and so gives rise to 
secondary employment. Thus the trade balance 
is one of the influences which determine the level 
of income, and consequently the level of saving, in 
the home country. Since the saving of a com- 
munity, over any* period of time, is equal to its 
investment for that period, saving is equal to 
home investment pl^^8 or minus the trade balance. 
New borrowing at home is equal to home invest- 
ment, while lending is equal to saving. Therefore 
foreign lending is equal to the trade balance. 

The truism, in the nature of the case, can throw 
no light upon the manner in which the equality is 
brought about. It can only tell us that if in fact 
there is a change in the balance of trade there must 
be an equal change in the balance of lending. In 
some circumstances, as we shall find, the two are 
directly bound together, but in general, though 
there are always cross-connections between them, 
they vary in response to independent sets of 
influences. If I take it into my head to buy a 
foreign security there is no reason why some com- 
patriot of mine at the same moment should decide 
to curtail his purchases of imported goods. 

The volume of imports and exports is deter- 
mined by tastes, techniques and resources the world 
over, and by costs and incomes at home and 
abroad, which in turn are determined by the levels 
of money wages and of effective demand. The 
balance of lending is determined (given wealth and 
incomes) by relative rates of interest at home and 
abroad, and by aU those considerations which may 
be lumped together under the heading of “the 
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state of confidence A fall in the home rate of 
interest (or a rise in rates abroad) or the growth of 
dismal expectations about home affairs will in- 
crease the desire to lend abroad. It is "by such 
diverse influences that the balance of trade and 

r 

the desire to lend are determined, and equahty 
between them is preserved not by any natural 
tendency for the two to vary consonantly, but by 
the mechanism of supply and demand. ’The theory 
of the exchanges may be regarded as the analysis of 
the manner in which movements of the balance 
of trade and the balance of lending are equated to 
each other. 


2 

A change in the desire to lend abroad will tend 
to alter the exchange rate. The reaction upon the 
balance of trade of an alteration in the exchange 
rate must be examined at some length. Suppose 
that, after a certain exchange rate has been in force 
for some time, the amount which the inhabitants of 
the home country desire to lend abroad indteases. 
At the ruling exchange rate the demand for foreign 
currency exceeds the supply and the exchange 
rate consequently falls. This has the effect of 
making home-produced goods appear cheaper to 
foreigners and so increasing the volume of exports. 
If the physical volume of exports increases their 
home price cannot fall, therefore the value of 
exports in terms of home currency must increase. 
But the effect on imports is more complicated. 
Boreign goods are now dearer at home, and while 
the physical volume of imports purchased out of a 
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given income will decline, total expenditure upon 
them may increase. Thus a decline in the ex- 
change rate will not necessarily increase the balance 
of trade. If the value of imports (reckoned in 
home currency) increases by more than the value 
of exports, then a faU in the exchange rate will 
reduce the balance of trade. 

The argument may be treated in terms of four 
elasticities; the foreign elasticity of demand for 
exports, and the home elasticity of supply (which 
IS influenced by the home elasticity of demand for 
exportable goods), the foreign elasticity of supply 
of imports and the home elasticity of demand for 
imports (which is influenced by the home elasticity 
of supply of rival commodities).^ For brevity we 
may speak of the demand for imports as “ home 
demand ”, the demand for exports as “ foreign 
demand ”, and so forth. 

The actual change in imports and in exports 
which will come about as the result of a change 
in the exchange rate will depend partly upon the 
reaction on the demand for imports, and on the 
suppl3^of exports, of a change in the balance of 
trade itself. For instance, an increase in the 
balance of trade leads to an increase in home 
incomes, and consequently to an increase in ex- 
penditure upon imported goods ; an increase in 
exports, or in home manufactures rival to imports, 
may lead to an increased importation of raw 
materials, while increased expenditure upon home- 

^ It assumed throughout this and the folio'vmg essays that 
elasticities of supply are positive and of demand negative. Dis- 
cussions of the magnitude of elasticities must be taken to refer to 
their numencal, not their algebraical value. 
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produced goods may raise the supply curve of 
exports. But these effects influence the magni- 
tude, not the direction, of the change in the balance 
of trade consequent upon a fall in the exchange 
rate,^ for the secondary effects follow from the 
change in home incomes due to "the change in the 
balance of trade, and if the balance of trade does 
not alter the secondary effects cannot occur. It is 
therefore legitimate to discuss the initial effect 
upon the balance of trade in terms of the foinr 
elasticities, abstracting from the change in home 
incomes. 

Let us first consider the export side of the 
balance sheet. As we have seen, a fall in the 
exchange rate leads to an increase in the value of 
exports in terms of home currency. The extent of 
the increase depends upon the elasticity of foreign 
demand (which must be reckoned in terms of 
foreign currency). The increase in the value of 
exports will be smaller the smaller is the foreign 
elasticity of demand (given the home elasticity of 
supply). In the limit, if the foreign demamd is 
perfectly inelastic there will be no increase- in the 

1 This is not perfectly accurate, for qualitative differences 
between different types of goods and of expenditure from different 
types of income may introduce comphcations into the simple 
analysis here set out. For instance, suppose that the mitial 
effect of a fall in the exchange rate is to increase the value of both 
exports and imports to the same extent, while export goods re- 
quire a higher proportion of imported raw materials than the 
home goods whose output declines when expenditure upon im- 
ports moreases. Then the initial effect of a fall m the exchange 
rate is to leave the balance of trade unaltered while the final 
effect IS to reduce it. The increase m home incomes due to the 
increase in exports is then less than the reduction due to the in- 
crease m imports. 
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volume of exports and consequently no increase in 
their value. 

Next consider the influence of home elasticity 
of supply. If home supply is perfectly inelastic 
the volume of exports does not alter, their foreign 
price is unchanged and the value of exports in- 
creases in proportion to the fall in the exchange 
rate. If home supply is perfectly elastic, the home 
price is cctostant and the price to foreigners falls 
in proportion to the fall in the exchange rate. If 
the elasticity of home supply hes between zero 
and infinity the home price of exports is raised by 
an increase in their volume, and their price to the 
foreigner consequently falls less than in proportion 
to the fall in the exchange rate. 

If the foreign elasticity of demand is equal to 
unity, so that expenditure is constant in terms of 
foreign currency, the value of exports is independ- 
ent of the home elasticity of supply and increases 
in proportion to the fall in the exchange rate. If 
the foreign demand has less than unit elasticity, the 
increase in the value of exports will be greater the 
smallei' is the increase in their physical volume, that 
is, the smaller is their elasticity of supply. Thus, 
when the foreign demand has less than unit elasticity 
the maximum possible rise in the value of exports 
is that which is brought about when their elasticity 
of supply is zero. The value of exports then 
increases in proportion to the fall in the exchange 
rate. So long as the foreign demand has less than 
unit elasticity any increase in the physical volume 
of exports means that their value increases less 
than in proportion to the fall in the exchange rate. 
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On the other hand, when the foreign demand has 
an elasticity greater than unity, an increase in the 
volume of exports leads to an increase in the foreign 
expenditure upon them, and the value of exports 
increases more than in proportion to the fall in the 
exchange rate. The increase in the value of ex- 
ports is then greater the greater is the elasticity of 
home supply. In short, a high elasticity of home 
supply tends to reduce or to enhance the increase 
in the value of exports induced by a fall in the 
exchange rate according as the foreign elasticity 
of demand is less or greater than unity. 

The minimum effect of a fall in the exchange rate 
upon the value of exports is produced when the 
foreign demand has zero elasticity. There is then 
no increase in exports. The maximum effect is 
produced when a perfectly elastic foreign demand 
is combined with a perfectly elastic home supply. 
The increase in the value of exports is then in- 
definitely great. 

We must now consider the import side of the 
balance sheet. The value of imports in teams of 
home currency will increase or diminish according 
as the elasticity of demand is less or greater than 
unity. 

If the foreign supply is perfectly elastic, so that 
the foreign price of imports is constant, then their 
home price will rise in proportion to the fall in the 
exchange rate ; while ff the foreign supply is less 
than perfectly elastic a curtailment of output will 
cause a fall in the foreign price, so that the home 
price rises by less than the fall in the exchange 
rate. It can be seen, therefore, that when the home 
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demand has less than unit elasticity, the value of 
imports wiU rise by more, and when it has greater 
than unit elasticity, will fall by more, the greater is 
the foreign elasticity of supply. 

A fall in the exchange rate produces the maxi- 
mum increase in the value of imports when home 
demand is perfectly inelastic. In this case the 
physical volume of imports is constant, their foreign 
price is unchanged, and both their price and their 
value in home currency are increased in proportion 
to the fall in the exchange rate. The maxi- 
mum decrease is produced when a perfectly elastic 
home demand is combined with a perfectly elastic 
foreign supply. In this case imports are reduced 
to zero. 

We must now combine the two sides of our 
balance sheet. So long as the home demand for 
imports has more than unit elasticity, a fall in the 
exchange rate must increase the balance of trade, 
for the value of imports falls, while the value of 
exports is at worst constant. If the home demand 
for imports has less than unit elasticity, the balance 
of trade will still increase if there is a sufficient 
increase in the value of exports, but if the increase 
in the value of exports is small while the elasticity 
of home demand is very low, a fall in the exchange 
rate will reduce the balance of trade. 

The relative magnitudes of the value of imports 
and exports must also be considered. For instance, 
if the elasticities are such that a f aU in the exchange 
rate brings about an equal proportional increase 
in the value both of imports and of exports, then 
if imports were equal to exports in the first instance, 

193 



THE FOREIGN EXCHANGES 


SO that the balance of trade was zero, it will remain 
zero when the exchange falls. If it was positive 
in the first instance, it will increase, for an equal 
proportional increase in exports and imports entails 
a larger absolute increase in exports if exports 
exceeded imports in the first ‘ instance. If the 
balance of trade was negative in the first iustance 
it wiU be reduced by the fall in the exchange.^ 

The repercussions of a change in the ‘balance of 
trade upon the home demand for imports and 
supply of exports must be brought into account 
when the direction of the change has been discussed 
in terms of the four elasticities. The final change 
in the balance of trade, in either direction, will 
be smaller, the greater are the change in demand 
for imports and the change in supply of exports 


1 The foregoing results can be deduced mathematically 
Let I be the quantity of imports, E of exports, p the home price 
of imports, and q the home price of exports. Let e;^ and s, be 
respectively the elasticities of home demand for imports and of 
foreign demand for exports, yj* and t), the elasticities of home 
supply of exports and of foreign supply of imports. Consider the 
effect of a small fall in the rate of exchange in the proportion k. 
Let the home price of exports rise by Sg Then the falJ^in the 
foreign price of exports is . 

g - ( 1 ~ k){q +5g)=^g - Sg, k being small. 


We now have 

8E /Sg 

IT 

and 

8E /, 8g 

In the same way, 

81 /y 8p 

and 
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The increase in the balance of trade is (E§g +g5E) - (I§p 
which can be reduced to ; 
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brought about by the changes in home activity and 
expenditure which are due to the initial change in 
the balance of trade. Further, since foreigners 
are impoverished or enriched by a decrease or 
increase in the balance of trade of the world with 
the home country, there is an additional secondary 
reaction upon the foreign demand for exports, 
which also tends to mitigate the change in the 
home balance of trade. 

If, at a given exchange rate, the balance of trade 
falls short of the balance of lending the exchange 
depreciates. Under favourable conditions this 
leads to a sufficient increase in the balance of trade 
to prevent any further fall in the exchange rate. 
The most favourable conditions from this point of 
view are, as we have seen, those in which there is 
perfectly elastic foreign demand and home supply 
of exportable goods. These conditions prevail as 
between countries on the gold standard. In the 
home country gold is on sale at a fixed price, while 
transport costs are very low and do not rise, except 
in extreme circumstances, with an increase in the 
volume- of the commodity handled. Supply is 
therefore perfectly elastic under normal conditions. 
In foreign countries demand is perfectly elastic at 
a fixed price. Any tendency for the exchange rate 
to fall will therefore lead to an indefinitely large 
export of gold. Similarly home demand and 
foreign supply are perfectly elastic, so that any rise 
in the exchange rate would lead to an indefinitely 
large import of gold. It is for this reason that 
movements in the exchange rate cannot occur 
(beyond the limits set by transport costs) so long 
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as the gold standard is maintained. 

Other items in the trade balance have certain 
peculiar features of their own. Interest on foreign 
capital which is fixed in terms of home 'currency 
represents an export of which the value cannot 
increase in response to a fall in the exchange rate ^ 
(though, if debtors are distressed, the reduction in 
the burden upon them brought about by a rise in 
the exchange value of their currency may have an 
important effect in preventing default). For a 
country in whose total exports this item is an 
important element, the beneficial effect upon the 
balance of trade of a fall in the exchange rate is 
pro tanto diminished. From the point of view of a 
debtor country, interest payments fixed in terms of 
the creditor’s currency represent an import which 
rises in value in proportion to a fall in the exchange 
rate,* and if such obligations are considerable (and 
defaiilt is not contemplated) exchange depreciation 
may be extremely dangerous to the balance of trade. 
Obligations fixed in terms of the debtor’s currency 
represent, from the creditor’s point of view, an 
export whose value rises in proportion to the fall in 
the exchange rate.* They tend, therefore, to make 
the reaction of depreciation upon the balance of 
trade favourable. From the debtor’s point of view 
they represent an import which is unaffected by a 

* Obliga.tious to the home country fixed m home currency may 
be regarded from a formal pomt of view as an export for which 
the foreign demand is perfectly inelastic. 

® They may be regarded as an import for which the home de- 
mand is perfectly melastic. 

® They may be regarded as an export of which the home supply 
is perfectly inelastic. 
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fall in the exchange rate/ and so far as their influ- 
ence goes, the reaction of depreciation upon the 
balance of trade is neutral. 

A cOuhtry whose main exports are manufactured 
goods in wliich it has no monopoly will normally 
enjoy a highly elastic foreign demand, combined, 
except in boom conditions, with a highly elastic 
home supply. Its exports will therefore respond 
favourably to a fall in the exchange rate. On the 
other hand, if its imports consist mainly of food and 
raw materials which cannot be produced at home, 
the demand for imports is probably inelastic, while 
if it does not represent a predominant part of the 
world market the foreign supply will probably be 
highly elastic. The effect of depreciation upon 
imports is then unlikely to be favourable, and the 
benefit to the balance of trade of an increased value 
of exports may be cancelled out by an increased 
value of imports.® Moreover, if the balance of 
trade does tend to increase, the extent of the increase 
wiU be limited by the increased importation of raw 
materials which results from increased activity. 

A country which is dependent upon the pro- 
duction of commodities (especially raw materials) 
of which it provides a predominant part of the 
world supply will normally find the demand for 
its exports relatively inelastic, for it has no rivals 
at whose expense its sales can be increased, and 

^ They may be regarded as an import for which the elasticity 
of demand is imity. 

® Great Britain m 1931 escaped from the dangers of this 
situation because her depreciation was mainly ms-d-vis rival 
manufacturmg nations, while parity was maintained with countries 
responsible for a high proportion of her sources of raw materials* 
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it is faced with the demand for each commodity 
as such. In this case an inelastic home 'Supply 
will be a soTirce of strength.^ Countries of this 
type normally import manufactured ^oods for 
which the demand is likely to be relatively elastic, 
compared to the demand for foo'dstufifs. In respect 
to imports, therefore, the effect of depreciation upon 
the balance of trade is unlikely to be adverse. 

In any given situation, with given Wages, there 
will be, for any one country, a certaiu rate of 
exchange at which its balance of trade is at a 
maximum. This may be called the optimum ex- 
change rate. It is the “ optimum ” rate in a 
strictly limited sense, for a fall in the exchange 
rate is likely to raise the price of imports relatively 
to exports, thus reducing real income per unit of 
output in the home country,® so that the rate 
which maximises the trade balance is by no means 
necessarily the most desirable rate from every 
point of view. Moreover, a change in the ex- 
change rate of one of the major countries produces 
so many reactions upon the rest of the world, and 
such far-reachiug economic and political ’Effects, 
that it would be absurd to treat it merely in 
terms of elasticities of supply and demand. But 
such treatment is a necessary part of the more 
general discussion of exchange problems, and it is 
to this narrow sphere that the present analysis is 
confined. 

^ For instance, the remarkable steadiness of Australia’s output 
of wool was an important factor in the benefit which she derived 
from depreciation m 1931. In default of a naturally inelastic 
supply monopolistic restriction schemes are widely resorted to by 
raw-material-producing countries. * See below, p. 220. 
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If the exchange rate stands at the optimum 
level, ^ny chance fall will precipitate a progressive 
decline, for each fall in the rate reduces the trade 
balance ^and promotes a further fall. In the 
absence of dontrol, the exchange rate is stable only 
so long as it stands above the optimum level. But 
the value of the optimum rate largely depends upon 
the length of the run which is being considered. 
From the* point of view of very short-period re- 
actions to a fall in the exchange rate, both the 
foreign elasticity of demand for exports and the 
home elasticity of demand for imports are likely 
to be very low (apart from gold), even when over 
a longer run they would prove to be great, for the 
fall in the price of the one and rise in the price 
of the other takes time to produce its effect upon 
the decisions of purchasers, while, if prices are agreed 
in terms of the exporter’s currency, the force of 
inertia (and prearranged contracts) delays the 
rise in the value of exports.’^ Thus it appears 
at first sight that from the point of view of a very 
short, run the exchange rate can never be above 
the optimum, and that any country which has 
abandoned the gold standard must be in chronic 
danger, no matter how strong its long-period 
position, that the smallest increase in the balance 

^ If prices are agreed m terms of the importer’s currency the 
short-period reaction of a fall m the exchange rate is favourable. 
For import prices fail to rise, so that inelastic home demand is 
innocuous, while, m the first mstance, the value of exports rises 
in proportion to the fall m the exchange rate. When the Belga 
was devalued exporters were urged to contmue to charge the same 
foreign prices and not to increase their output. The efieet upon 
the balance of trade is the same, m such a case, as though home 
supply were perfectly inelastic, 
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of lending will precipitate a sudden collapse in the 
exchange rate. 

But against this danger there are two important 
safeguards. So long as any country in the world 
adheres to the gold standard there is one com- 
modity for which even the short-run demand is 
perfectly elastic, while if there is a market in gold 
in the country whose exchange is falling the supply 
of this export will be highly elastic, though less 
elastic than when it is officially on offer at a fixed 
price. ^ Exports of gold will thus serve as a stop- 
gap, and prevent the exchange rate from collapsing 
at a breath. 

Further, a fall in the exchange rate which is 
not expected to last will call professional specu- 
lators into action. Purchases of the depreciated 
currency, representing a form of foreign borrowing, 
will bridge the gap in the balance of payments and 
prevent the exchange rate from falling beyond the 
level at which it is expected later to come to rest. 
Thus time will be allowed for a moderate fall in the 
exchange rate to produce its effect upon the balance 
of trade, and a sMght fall will not necessarily lead 
to an immediate collapse. 

On the other hand, as is only too well known, 
if speculators read a slight fall as a sign that a 
further fall is to be expected, a violent increase in 
foreign lending (in the wide sense) will take place 
and the balance of trade will have no time to react 
to an initial fall in the exchange rate before a further 
fall takes place. In this case only official inter- 
vention can prevent a sudden collapse. 

1 See Eiozig, Bankers, Staiesmen and Economists, p. 86. 
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What happens if there is no intervention, while 
foreign^ lending remains constant or increases as 
the exchange rate falls below the level of the short- 
period optimum ? The rate is then sent hurthng 
towards zero. But on its way thither it must 
necessarily pass through a pessimum point (at which 
the balance of trade is a minimum) and come to rest 
somewhere below it. For a sufficiently violent rise in 
the price of imports must ultimately choke demand, 
and even if exports fail to react, in the flurry of the 
moment, the value of imports must somewhere begin 
to fall off. 


3 

A change in the desire to lend abroad can bring 
about a change in the balance of trade (and conse- 
quently in the actual rate of lending) only by way 
of its effect in altering the exchange rate. But a 
change in the balance of trade produces a direct 
effect upon the balance of lending. The rate of 
saving in the home country exceeds or falls short 
of the^rate of home investment according as the 
balance of trade is positive or negative. In the 
normal way a part of the increase in the wealth 
of individuals in the home country represented by 
home saving will be used to acquire foreign securi- 
ties or to make loans abroad. Thus, when the 
balance of trade increases, and home saving conse- 
quently increases, this in itself will lead to an in- 
crease in foreign lending. Similarly, when the 
balance of trade falls off, lending by the world to 
the home country is directly increased. To look 
at the same thing in another way, if the balance of 
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trade falls off, there is an increase in the excess of 
the rate at which home securities (representing 
borrowing for home investment) are coming on to 
the market over the rate at which wealth, at home 
is accumulating, while, at the same time, in the rest 
of the world there is an increase in the excess of 
the rate at which wealth is accumulating over the 
flow of new securities, and the world is inclined to 
buy home securities at a greater rate than before. 

If the world capital market were perfect, so that 
owners of wealth, the world over, were completely 
indifferent as between home and foreign securities, 
then, when the home balance of trade falls off, the 
excess new savings of the world would be devoted 
to buying the excess of new home securities over 
new home savings, without any change in relative 
interest rates, and the rate of exchange would re- 
main in equilibrium in spite of the fall in the balance 
of trade. This is normally the case as between 
different parts of the same country. 

But the international capital market is not per- 
fect, and, if foreigners are to be attracted to buy 
home securities at an increased rate, the home rate 
of interest must rise relatively to the foreign rate. 
If the home rate of interest does not rise sufficiently, 
foreign lending to the home country wiU fail to in- 
crease by as much as the balance of trade has fallen, 
and the rate of exchange will consequently fall. 

4 

We must now consider the effect of a change in 
the home rate of interest upon the rate of exchange. 
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Suppose that a rise in the home rate of interest 
occurs,'! other things remaining the same. A rise in 
the home rate of interest produces its effect upon 
the exchange in three stages. 

The first’ stage is represented by the additional 
foreign borrowing*(or reduction of lending) which 
is produced by a rise in the relative rate of interest 
at home. The increment of borrowing may be 
divided into two parts, a small increase in the 
share of world savings devoted to the home 
country, which will persist (apart from unfavour- 
able reactions upon confidence) so long as the rise 
in the relative home rate is maintained, and a 
larger, non-recurrent movement due to the trans- 
fer of funds, formerly held abroad, to the home 
country. Each transfer can only affect the ex- 
change rate as it is made, and to maintain a given 
volume of transfers over an appreciable length of 
time the relative rate of interest would have to 
rise continuously. Thus the balance of payments 
is not in equihbrium to a given exchange rate and 
interest rate unless no transfers are taking place.^ 

^ Mr* ‘"'Sayers (“Japan’s Balance of Trade,” Economical 
February 1935, p. 52) suggests that the exchange is in equi- 
librium when no short-term lending or borrowing is taking place. 
For practical purposes short-term borrowing provides a useful 
index of the purely transfer element m the international move- 
ment of funds, though the two are not completely identical. 

Equilibrium, in the sense that no transfer borrowing or gold 
movements are takmg place, is not the same thing as full equi- 
librium. Full long-period equilibrium of the balance of payments 
does not obtam so long as any lendmg or borrowing is takmg 
place at all. For so long as borrowing is taking place the in- 
visible imports represented by mterest payments are mountmg 
up, and as time goes by persistent borrowing will lead, other 
thmgs equal, to a gradually falling balance of trade. (If, as 
sometimes occurs, the borrowmg corresponds to home invest- 
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There is here a close analogy to gold movements, 
■which also constitute a symptom of disequilibrium 
in the balance of payments. If the home author- 
ities are subject to the legal obligations of‘the gold 
standard or, under influence of more general con- 
siderations, desire to maintain "a given exchange 
rate it is the objective of their poHcy to establish 
equilibrium in the balance of payments at the ex- 
change rate which they desire to establish, that is 
to say, to create a situation in which neither gold 
movements nor transfer lending are taking place 
at the desired exchange rate. 

The second stage in the operation of the rate 
of interest is its effect upon the balance of trade. 
A rise in the home rate of interest will curtail 
investment and so lead to a decline in activity 
and incomes in the home country. Expenditure 
upon imports will therefore fall off. Foreign ex- 
port industries ■will contract, and the consequent 
decrease of incomes and expenditure in the rest of 
the world will reduce the demand for goods ex- 
ported by the home country. But a part -of the 
reduction in foreign incomes ■will be subtracted 
from sa^ving, and even if the supply price of exports 
in the home country is unaffected it is impossible 

ment which would not have taken place without it^ other things 
are not equal, for increased capital equipment will have its 
reaction upon the other items in the balance of trade.) Full 
long-period equilibrium is reached only when mvestment and 
saving are equal to zero, and imports are equal to exports — a 
state of affairs which has never been attained m actuality. The 
present discussion is not concerned with these remote e^Seots, 
and must be regarded as applying to a length of run within which 
the accumulation of mterest payments is small relatively to 
current borrowing. 
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that exports should be curtailed to the same extent 
as imports. Moreover, the supply price of a given 
volume of exports is likely to be reduced, for 
exportalile goods are partly consumed at home and 
a reduction in home demand will increase the 
supply available for export, while services common 
to aU industries, such as transport, are likely to 
become cheaper to the exporters when the total 
demand for them is reduced. Thus, in spite of the 
decrease in foreign demand, the volume of exports 
may actually increase. In short, a decline of 
effective demand at home tends to decrease im- 
ports relatively to exports and so to increase the 
balance of trade. 

Equilibrium with the given exchange rate is 
reached when, at a constant rate of interest, the 
balance of trade, excluding gold, is brought to 
equahty with the balance of recurrent lending, and 
no transfer of funds or movement of gold is taking 
place. But the position is only attained at the 
expense of unemplo5nnent at home, and any reduc- 
tion it? the rate of interest, by stimulating activity, 
would^set up a tendency for the exchange to fall. 
The third stage is not reached until increased 
unemployment has brought about a fall in money 
wages in the home country. 

The effect of an all-round reduction in money 
wages in the home country upon the balance of 
trade is precisely similar, apart from obligations 
which are fixed in terms of home currency, to the 
effect of a corresponding fall in the exchange rate, 
for both represent a declhm in home incomes and 
prices measured in terms of foreign currencies. 
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The effect upon the value of imports and of exports 
in terms of foreign currency is the same foT a fall 
in home wages as for a faU in the exchange rate, 
while the home purchasing power of a given amount 
of foreign currency increases equally in each case. 
Obligations fixed in terms of home currency intro- 
duce a difference between the two, for while these 
are unaSected by a faU in the exchange rate, the 
real burden of payments, and the real value of 
receipts, are increased by a fall in home wages.^ 
There is a further difference between the effect of 
pressure upon the exchange rate and of pressure 
upon the level of money wages which is of the 
utmost practical importance. While a faU in the 
exchange will have an automatic and equal effect 
on the relationship of all home prices to foreign 
prices, a fall in money wages is never spread evenly 
over all industries and relative prices inside the 
home country are never unaffected by it. But 
for the purposes of our present formal treatment 
we will consider a case in which the unemploy- 
ment caused by a rise in the rate of ifiterest 
brings about an equal proportionate fall*' in all 
wage rates. 

Just as, with given money wage rates, there is 
an optimum exchange rate, at which the balance 
of trade is at a maximum, so, with a given exchange 
rate, there is an optimum level of money wages. In 

^ This apphes equally to iatemal aud external obligations, and 
the increase in the share of rentiers in the national income, 
brouj^t about by a fall m money wages, may have some reaction 
upon the demand for imports, which would mtroduce a further 
difference between the effect on the balance of trade of a fall in 
money wages and of a corresponding faE in the exchange rate. 
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circumstances in wMch a fall in the exchange rate 
would lead to an increase (in terms of home currency ) 
in the value of imports greater than the increase 
in exports (apart from monetary obligations^), an 
equivalent faU in wages would lead to a decline 
in the value of exports greater than the decline 
in value of imports. In such circumstances it is a 
■rise, hot a faU, in the level of wages which would 
redress the balance of payments.® But we may 
suppose for our present purpose that the pre-existing 
level of money wages was above the optimum in 
this sense. A fall in money wages will then increase 
the balance of trade corresponding to a given level 
of effective demand at home. If the interest rate 
is maintained at its higher level after wages have 
fallen the exchange will tend to appreciate ; the 
rate of interest may then be lowered and a recovery 
of employment allowed to take place. 

It is in this way that a tendency for the ex- 
change rate to alter can be offset by appropriate 

changes m the home rate of interest. 

♦ 

^ A fall m the exchange rate will have a more favourable 
efect upon the balance of trade (reckoned m terms of home wage 
units) than a corresponding fall m wages where payments to 
foreigners fixed in terms of home currency are an appreciable 
element in imports, and a less favourable effect when receipts 
paid in terms of home currency are an appreciable element in 
exports. 

® If the exchange has once been allowed to fall below its long- 
run optimum level, the authorities are landed m an extremely 
awkward situation. For, while a rise in the rate of mterest will 
produce a beneficial effect upon the exchange at the first stage of 
its operation and, by reducmg employment, at the second stage, 
its efiect at the third stage will make matters worse than ever. 
In such a case curtailment of imports (by tariffs and so forth) 
and of foreign lending, combmed with direct intervention in the 
exchange market, will provide the only remedy. 
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5 

It is now obvious that there is no onn rate of 
exchange which is the equiMbrium rate -correspond- 
ing to a given state of world demands and tech- 
niques. In any given situation there is an equi- 
hbrium rate corresponding to each rate of interest 
and level of effective demand, and aijy rate of 
exchange, within very wide limits, can be turned 
into the equilibrium rate by altering the rate of 
interest appropriately. Moreover, any rate of 
exchange can be made compatible with any rate 
of interest provided that money wages can be suf- 
ficiently altered. The notion of the equilibrium 
exchange rate is a chimera. The rate of exchange, 
the rate of interest, the level of effective demand 
and the level of money wages react upon each 
other like the balls in Marshall’s bowl, and no one 
is determined unless aU the rest are given.^ 

It will be observed that in the foregoing argu- 
ment the operations of the gold standard are 
treated in the same terms as the workings of so- 
called free exchanges. The only difference between 
the two is that imder the gold standard the 
authorities are committed to one particular ex- 
change rate so that the equilibrium of the balance 
of payments must be preserved in face of changing 
conditions entirely by inducing changes in the 
level of incomes, and not at aU by allowing varia- 
tions in the exchange rate, while under free 
exchanges the authorities have some measure of 

1 One more ball in the bowl is represented by eacpeotations as 
to the future course of the exchange rate ; see p. 200, 
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latitude in their choice between the two methods 
of adjustment. 

For a country in which money wages do not 
readily yield to the pressure of unemployment the 
gold standard can be maintained, in an era of rapid 
change, only by* means of recurrent periods of 
severe unemployment,^ and it is the reahsation of 
this fact which has in recent years so much impaired 
the popularity of the gold standard. 

^ The monetary history of Great Britain between 1925 and 
1931 IS the history of a struggle between the level of money 
wages and the rate of exchange. It was appropriate that the 
final collapse of the gold standard should have been brought about 
by a protest agamst cuts in pay. 
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UNEMPLOYMENT 


For any one country an increase in the bal^^nce 
of trade is equivalent to an increase in investment 
and normally leads (given the level of home invest- 
ment) to an increase in employment.^ An expan- 
sion of export industries, or of home industries 
rival to imports, causes a primary increase in employ- 
ment, while the expenditure of additional incomes 
earned in these industries leads, in so far as it falls 
upon home-produced goods, to a secondary increase 
in employment.''/ But an increase in employment 
brought about in this way is of a totally different 
nature from an increase due to home investment. 
For an increase in home investment brings about a 
net increase in emplojunent for the world as a 
whole, while an increase in the balance of trade of 
one country at best leaves the level of employment 
for the world as a whole unaffected.® Wt decline in 
the imports of one country is a decline in the ex- 
ports of other countries, and the balance of trade 
for the world as a whole is always equal to zero.® 

In times of general unemployment a game of 
beggar-my-neighbour is played between the nations, 

1 See below, p. 214, note, for an exceptional case* 

® Unless it happens that the Multiplier is higher than the aver- 
age for the world in the country whose balance increases. 

® The visible balances of aU countries normally add up to a 
negative figure, since exports are reckoned f.o.b. and imports 
c*i*f . But this is compensated by a corresponding item in the 
mvisible account, representing shippmg and handling costs* 
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each one endeavouring to throw a larger share of 
the burden upon the others. As soon as one suc- 
ceeds in increasing its trade balance at the expense 
of the re'st, others retaHate, and the total volume of 
international trade sinks continuously, relatively 
to the total volulne of world activity. Political, 
strategic and sentimental considerations add fuel 
to the fire, and the flames of economic nationalism 
blaze evet higher and higher. 

In the process not only is the efficiency of world 
production impaired by the sacrifice of inter- 
national division of labour, but the total of world 
activity is also likely to be reduced. Por while an 
increase in the balance of trade of one country 
creates a situation in which its home rate of interest 
tends to fall, the corresponding reduction in the 
balances of the rest tends to raise their rates of 
interest, and owing to the apprehensive and cau- 
tious tradition which dominates the policy of 
monetary authorities, they are chronically more 
inclined to foster a rise in the rate of interest when 
the balance of trade is reduced than to permit a fall 
when-'it is increased. The beggar-my-neighbour 
game is therefore likely to be accompanied by a 
rise in the rate of interest for the world as a whole 
and consequently by a decline in world activity. 

The principal devices by which the balance of 
trade can be increased are (1) exchange deprecia- 
tion, (2) reductions in wages (which may take the 
form of increasing hours of work at the same weekly 
wage), (3) subsidies to exports and (4) restriction 
of imports by means of tariffs and quotas. To 
borrow a trope feom Mr. D. H. Eobertson, there 

2H 



BEGGAB-MY-NEIGHBOUR REMEDIES 

are four suits in the pack, and a trick can be taken 
by playing a higher card out of any suit. < 

Before proceeding any further it is necessary to 
make a digression, for it has sometimes been denied 
that the restriction of imports will increase home 
employment.^ This view appeals to arise from a 
confusion as to the nature of the classical argument 
for free trade. vThe classical argument states that 
(with certain well-known exceptions) the pursuit 
of profit wiU bring about the specialisation of 
resources and the distribution of trade between 
nations in such a way that the maximum of effi- 
ciency is achieved. v-Any arbitrary interference vsdth 
the channels of trade will therefore lead to a decline 
in efficiency, and a reduction in the amount of out- 
put obtained from a given amount of resources. 
This argument, on its own ground, is unexception- 
able. But in the nature of the case it can throw no 
light upon the division of a given total of employ- 
ment between nations. It tells us that, with given 
employment, output per head will be higher when 
trade is free, it cannot tell us that wheif one 
country increases its share in world employfiaent, 
at the expense of reducing output per unit of 
employment, its total output will be reduced. 
Still less can it teU us that employment in any one 
country cannot be increased by increasing its 
balance of trade.* Indeed it is obvious to common 

^ See General Theory^ p, 334, Mr. Kejmes oSers himself as a 
sacrifice. But (pace Sir William Beveridge) it was never the 
orthodox view that a tarifi cannot lead to an increase in employ- 
ment in the short period ; see Pigou> Fuhlic Finance^ p. 224, 

® The argument is backed np by the contention that ex- 
ports pay for imports’", see, e.gr,, Beveridge and others, Tariffs; 
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sense that a tax upon imported goods ■will lead to 
an incijease in the output of rival home-produced 
goods, just as a tax upon any commodity will 
stimulate the output of substitutes for it. 

The popular -vdew that free trade is all very well 
so long as all nations are free-traders, but that when 
other nations erect tariffs we must erect tariffs too, 
is countered by the argument that it would he just 
as sensible to drop rocks into our harbours because 
other nations have rocky coasts.^ This argument, 
once more, is unexceptionable on its own ground. 
The tariffs of foreign nations (except in so far as 
they can be modified by bargaining) are simply a 
fact of nature from the point of ■vdew of the home 
authorities, and the maximum of specialisation 
that is possible in face of them still yields the maxi- 
mum of efficiency. But when the game of beggar- 
my-neighbour has been played for one or two 
rounds, and foreign nations have stimulated their 
exports and cut do'wn their imports by every 


the Case Examined^ chap. vi. It is admitted that in some cir- 
cumstances imports may be curtailed without exports falling to 
an equal extent, but this entails an increase in foreign lending, 
and it is argued that if foreign lending increases, home investment 
must decline {loc. cit.^ p. 57). 'Now when the imposition of a 
tariiK increases the balance of trade the increase in foreign lending 
which is required to prevent a rise in the exchange rate is brought 
about by a fall in the home rate of mterest, and this is calculated 
to increase, not dimmish, the volume of home mvestment. The 
flaw in the argument consists m overlooking the fact that an in- 
crease in home income will increase savmg, so that increased 
foreign lending is not made at the expense of lending at home. 

The classical, as opposed to the neo-classical, argument is 
usually set out upon the assumption that full employment is 
the normal state, and in the classical system of analysis the 
question of a beggar-my-neighbour mcrease in home employment 
does not arise* ^ Beveridge, op. p* 110* 
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device in their power, the burden of unemployment 
upon any coimtry which refuses to join in the game 
will become intolerable and the demand for some 
form of retaliation irresistible. The popular view 
that tariffs must be answered by tariffs has there- 
fore much practical force, though the question 
still remains open from which suit in any given 
circumstances it is wisest to play a card. 

Exchange depreciation and a reduction in the 
level of money wages lead to an increase in the 
balance of trade, in the manner which has already 
been discussed,^ provided that each stands above 
the optimum level.® A subsidy to exports will 
increase the balance of trade provided that foreign 
demand has an elasticity greater than unity,® while 
restriction of imports by quotas will increase the 
balance of trade provided that home demand has 
an elasticity greater than unity. These four ex- 
pedients are thus all limited in their scope. A 
tariff reduces the volume of imports, and tends to 
reduce their foreign price, even when home demand 
is inelastic. Total expenditure by home- con- 
sumers upon imports, including tax payments, may 
increase, but the payment to foreigners must be 
reduced. Tariffs thus provide an expedient for 

^ See p. 198. 2 igg^ 

® When the foreign demand is melastic a tax on exports (as in 
Germany in 1922) or restriction of output (as in many raw- 
material-producmg countries m recent years) ^11 increase the 
balance of trade (cf. p. 198), while at the same time reducing the 
amount of employment in the export mdustries, and mereasmg 
the ratio of profits to wages m them. In these circumstances, 
therefore, an mduced mcrease in the balance of trade may be 
accompanied by no increase, or even a decrease, in the level of 
employment. 
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increasing the balance of trade which can still be 
used when all else fads. 

We must now consider the effect upon home 
employment of an increase in the balance of trade 
brought about by each of the four expedients. To 
simpMfy the discussion we may postulate that the 
funds necessary for a subsidy are raised, or the 
receFpts from import duties expended, in such a 
way as nqt to interfere with the distribution of 
income or to alter thriftiness in the home country.^ 
Each expedient must be supposed to produce its 
own full effect. For instance, it must not be sup- 
posed that the influence of a fall in the exchange 
rate on the balance of trade is coimteracted by a 
rise in money wages, or that a tariff leads to a rise 
in the exchange rate. 

A fall in the exchange rate, or in money wages, 
causes a primary increase in employment in export 
industries, and in industries producing goods rival 
to imports.® For a given increase in the value of 
exports (in terms of home wage units) the increase 
in employment will be greater the greater is the 
elasticity of supply, and for a given decrease in the 

^ The manner m which funds are raised or receipts expended 
is, of course, of the utmost importance, but analysis of the efects 
of changes m fiscal policy on employment can easily be super- 
imposed upon the analysis here set out. For instance, if receipts 
from import duties are paid mto a sinking fund, or used to reheve 
taxation on the rich m such a way as to mcrease their savings, 
there will be an mcrease m thriftiness which will counteract the 
efect upon employment of mcreased foreign investment. 

* If the elasticity of demand for imports is less than unity, 
there win be a primary decrease m employment in these mdustries, 
smce additional expenditure upon imports will be made at their 
expense, but m this case a given increase in the balance of trade 
must entail so much the greater increase in exports. 
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value of imports it will be greater the greater is the 
elasticity of foreign supply and the greater is the 
elasticity of supply in the rival home industries.^ 
It is possible that an increase in the balance of trade 
may lead to no primary increase in employment. 
For instance, suppose that the '^elasticity of home 
supply of export goods is zero and the elasticity of 
demand for import goods unity. Then a fall in 
the exchange rate will lead to a proportional in- 
crease in the value of exports, without any increase 
in their volume, and consequently without any 
increase in employment in the industries producing 
them, while the value of imports and the output 
of rival commodities wiU be unchanged. 

Jn the ease of a subsidy the primary increase 
in employment is in the export industries alone,® 
while in the case of a tariff the primary increase 
is in the industries rival to imports ® and in the 
industries benefited by the expenditure of the 
receipts from duties.*. In the case of quotas the 
primary increase is in the rival industries alone. 

In each case, the increase in incomes duetto the 
increased balance of trade wiU lead to seopndary 

1 This generalisation can be made applicable to the exports and 
imports represented by foreign obligations if the elasticities con- 
cerned are treated in the manner suggested in the footnotes to 
pp. 196 and 197. 

® While there may be a primary decrease in emplo37ment m 
industries whose costs are raised as a result of the increase in out- 
put of export goods or whose receipts are reduced by the collection 
of funds for the subsidy. 

® While there may be a primary decrease in employment in 
the industries whose costs are raised. 

* In general, the more elastic is the demand for imports the 
larger will be the increase in the output of the rival industries and 
the smaller the proceeds of the duties, Cf. above, p* 216, note. 
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employment. Thus even when there is no primary 
increase in employment at all, total employment 
will incJease as a result of the increased balance of 
trade. 'X'he lower are the elasticities of supply in 
the industries primarily affected the greater will 
be the increase in, profits, relatively to wages, in 
them, and the smaller the increase in expenditure 
comfhg from them. Thus the secondary increase 
in employment is likely to be smaller the smaller 
is the increase in primary employment. 

We must next consider the effect of the various 
expedients upon real income per unit of employ- 
ment. Output per unit of employment normally 
falls off as employment increases. For a given 
increase in employment the decline in output per 
unit of employment will be greater in the case of 
subsidies, tariffs or quotas than in the case of 
exchange depreciation or a fall in wages, since 
advance is being made upon a narrower front. 
This is merely another way of stating the classical 
argument that the mal-distribution of resources due 
to an ^artificial stimulus of particular industries 
leads to a decline in output for a given level of 
employment. 

The change in income per unit of employment 
will also be influenced by the effect of the various 
expedients upon the terms of trade. An improve- 
ment in the terms of trade, that is, a rise in the 
price of exports relatively to the price of imports 
represents an increase in incomes, per unit of 
employment, earned in export industries, relatively 
to the cost of imported commodities. If the total 
value of imports and of exports is more or less 
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commensurate an improvement in the terms of 
trade will therefore bring about a rise in the 
average real income per unit of employment for 
the country as a whole. 

A fall in money wages, which affects.all industries 
equally, is equivalent, as we have seen, to an equal 
proportional fall in the exchange except in respect 
to obligations fixed in terms of home currency.^ 
Abstracting from them for the moment, we may 
conduct our discussion in terms of exchange de- 
preciation alone, the argument being made applic- 
able to a fall in wages by means of reckoning prices 
and incomes in terms of home wage units. 

A fall in the exchange rate, which stimulates 
the output of export goods and reduces the demand 
for import goods, leads to a fall in the world price 
of both types of goods, and a rise in the home price. 
Smee the prices of both types of goods move in the 
same direction it is impossible to say out of hand 
what the effect will be upon the terms of trade. 

The fall m the world price of export goods in the 
first instance will be greater the less elastic is the 
foreign demand for them, and the more elastic is the 
home supply ; while the fall in the price of" import 
goods will be greater the more elastic is the home 
demand and the less elastic is the foreign supply. 
It can be seen that if the elasticity of foreign de- 
mand for exports is equal to the elasticity of foreign 
supply of imports, while the elasticity of home 
supply of exports is equal to the elasticity of home 
demand for imports, the initial effect of a faU in 
the exchange rate wiU be to move both sets of 

» See p. 206. 
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prices to the same extent, so that the terms of 
trade are unchanged. Further, if the foreign 
elasticity of supply exceeds the foreign elasticity 
of demand in the same proportion as the home 
elasticity of* demand exceeds the home elasticity 
of supply, the terms of trade are unchanged.^ 

In general, each country is more specialised in 
respect to the goods which it produces than in 
respect to .the goods which it consumes, so that 
any one country plays a more dominant role in 
the world supply of those goods which it exports 
than it plays in the world market for those goods 
which it imports. In general, therefore, the world 
demand for the exports of one country is less elastic 
than the world supply to it of those goods which 
it imports. So far as the foreign elasticities are 
concerned, there is thus a strong presumption that 
a fall in the exchange rate will tiurn the terms of 
trade in the unfavorable direction. 

Each country imports a large number of com- 
modities which cannot be produced at home, so 
that th^ elasticity of demand for imports tends to 
be low.. The elasticity of supply of exports will 
depend upon the particular types of goods in ques- 
tion, and upon the general state of trade. In 
slump conditions, such as prevail when the game 
of beggar-my-neighbour is most in vogue, the 
elasticity of supply of aU commodities, except 

^ Using the notation of p. 194, note, the adverse change in 
the terms of trade is which is equal to kC^ 

Thus the change in the terms of trade is adverse or favourable 
according as ^ is greater or less than 

rif 
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certain agricultural products, is likely to be high. 
It is thus only in exceptional cases that the home 
elasticity of demand can exceed the home elasticity 
of supply to a sufficient extent to compensate for 
the excess of the foreign elasticity of supply over 
the foreign elasticity of demand, and in general a 
fall in the exchange rate must be expected to cause 
a deterioration in the terms of trade. 

An exceptional case would occur if the home 
supply of exportable goods were perfectly in- 
elastic. There would then be no fall in the world 
price of exports, while unless either home demand 
for import goods is perfectly inelastic or the foreign 
supply of them perfectly elastic, there will be some 
fall in the price of imports, and the terms of trade 
will become more favourable when the exchange 
rate falls. Thus, as we have already seen,^ for an 
agricultural country which produces a considerable 
proportion of the world supply of some commodity, 
the drawbacks of an inelastic world demand for its 
exports may be overcome by a sufficiently inelastic 
home supply. A country for which an inelastic 
foreign demand is combined with a highly elastic 
home supply will suffer a serious deterioration in 
the terms of trade as a result of exchange de- 
preciation. 

The importance of the home cotmtry in world 
markets will also affect the result. The change in 
world prices brought about by exchange deprecia- 
tion win in general be smaller the smaller is the 
country concerned, and the narrower will be the 
range of the possible changes in the teamis of trade. 

» P. 198. 
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A large country is likely to suffer a greater deteri- 
oration»in the terms of trade, when its exchange 
depreciates, than a small country, but at the same 
time it is only for a very large country that a 
favourable movement in the terms of trade can 
possibly occur, for it is only a large country which 
can Exercise an appreciable influence on the world 
prices of the goods which it imports. 

The effect upon the terms of trade of a fall in 
money wages differs from the effect of depreciation 
in so far as there are foreign obligations fixed in 
terms of home currency. These are unaffected by 
a fall in the exchange rate, while a fall in wages 
raises the cost of payments and the value of 
receipts in terms of home wage units. Thus, in so 
far as payments fixed in terms of home cuirency 
are an appreciable element in invisible imports, the 
deleterious effect of a fall in wages upon the terms 
of trade will be greater than the effect of a corre- 
sponding depreciation in the exchange, while a 
given increase in the balance of trade, in terms of 
wage units, will require a larger fall in wages, and 
so entail larger changes in the prices of other 
imports and exports. In so far as receipts fixed 
in terms of home currency are an appreciable 
element in invisible exports, the deleterious effect 
of a fall in the exchange rate will be greater. 

A subsidy to exports leads to a fall in the world 
price of export goods which will be greater the less 
elastic is foreign demand and the more elastic is 
home supply. In so far as the price of import 
goods is affected at all, it must be raised. The 
output of export goods is increased, and their price 
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in the home market, in which they are not sub- 
sidised, is raised,^ so that the price of imports which 
are rival in the home market to exportable goods 
may be raised. A subsidy to exports therefore 
causes an unfavourable movement in the terms of 
trade.® In this respect a subsidy is necessarily 
more deleterious than exchange depreciation “br a 
fall in money wages. 

A tariff leads to a fall in the world price of 
import goods,® which will be greater the less elastic 
is foreign supply and the more elastic is home 
demand. In so far as it affects the price of exports 
it must raise them. Raw materials entering into 
export goods may be subject to duties, while the 
increase in the output of home goods which are 
substitutes for imports may raise the price of the 
exportable goods. A tariff therefore has a favour- 
able effect upon the terms of trade. 

Neither a tariff nor a subsidy can normally be 
applied to the invisible exports and imports (with 
the exception of shipping services). Where it is 
possible to increase the invisible balance by means 
of exchange depreciation without any adverse 
effect upon the terms of trade (for instance when 
the main invisible export consists of receipts fixed 
in terms of foreign currency), the advantage of a 

^ Services such as transport must be regarded as exports m so 
far as they enter into the production of export goods. 

* Income per unit of output m the export trades is not re- 
duced, but real income per unit of output for the country as a 
whole is reduced by the levy of funds to pay the subsidy. 

^ This is known as “making the foreigner pay the tax*’. If 
foreign supply is perfectly inelastic, price to the home consumer 
is not raised by the import duty at all and “ the foreigner pays the 
whole of the tax 
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tariflf, as opposed to exchange depreciation, is pro 

tank) diminished, and the disadvantage of subsidies 

increased. 

« 

The restriction of imports by means of quotas 
does not have the same effect upon the terms of 
trade as a tariff, since it leads to a rise in the 
hoiflejprice of import goods, while preventing the re- 
striction in home consumption from lowering the 
foreign price. A quota upon imports has much 
the same effect as an increase in the degree of 
monopoly amongst foreign suppMers. It leads to 
a deterioration in the terms of trade, while the 
benefit from the raised price to the home consumer, 
which goes to the exchequer under a tariff, goes to 
the foreign producers under a quota. 

We have so far considered the terms of trade 
only in the light of the elasticities of home and 
foreign supply and demand. Any increase in the 
balance of trade, by whichever expedient it is 
brought about, will lead to an increase in home 
incomes and activity. It wiU therefore raise both 
the demand curve for imports and the supply 
curve of exports.^ But the effect of increased 
incomes in raising the demand for consumable 
imports, and the effect of increased activity in 
raising the demand for raw materials, wiU normally 
be far greater than the effect of increased home 
consumption in reducing the supply of goods 
availahle for export. Increased activity is there- 
fore likely to have a larger effect in raising the price 
of imports than in raising the price of exports, and 
therefore tells in the direction of worsening the 

* See p. 189. 
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terms of trade. The presumption that the terms 
of trade will deteriorate as a result of a fali in the 
exchange rate or of wages is therefore increased, 
the deterioration due to a subsidy or to quotas is 
enhanced, and the improvement due to a tariff 
mitigated, by the effect of increased activity. 

The effect of changes in the terms of trade tipon 
income per unit of emplojonent must be combined 
with the effects, discussed above, ^ of the distribu- 
tion of home activity between different groups of 
industries. The beneficial effects of a tariff upon 
the terms of trade may offset the deleterious effects 
of concentrating output in a narrower group of 
industries, and in favourable circumstances may 
even lead to an increase in income per unit of em- 
ployment. Exchange depreciation and wage cuts 
occupy the intermediate position on both counts ; 
while subsidies and quotas are the most deleterious, 
on both counts, of all the expedients for increasing 
the balance of trade. 

The change in real wages which is brought about 
by the various expedients is not necessarily*^ com- 
mensurate with the change in real income per unit 
of employment, for wage earners may consume 
goods of various types in different proportions from 
the average for the country as a whole, while, in the 
ease of a tariff, the benefit to wage earners of the 
expenditure of tax receipts is not necessarily, or 
usually, commensurate with the contribution which 
they make to them. For a given increase in the 
balance of trade, the rise in the home price of 
export goods is greatest in the case of a subsidy, 

» P. 217. 
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and the rise in the price of import goods, and of 
home goods which are rival to them, greatest in the 
case of tariffs, while a fall in the exchange rate or in 
money wages has an intermediate effect upon both 
sets of prices (prices being calculated in wage units, 
in the case of a fall in money wages). Thus for a 
coraitry whose export goods are an unimportant 
element in the consumption of wage earners the 
fall in real wages will be least for a subsidy, greater 
for depreciation, and greatest for tariffs, while for 
a country which exports food-stuffs and imports 
the luxuries of the rich the order of preference is 
reversed. Quotas, which are commonly appHed 
to agricultural commodities and so raise the price 
of food-stuffs, and which make no contribution to 
fiscal revenue, bring about the largest fall in real 
wages of all the expedients for increasing the 
balance of trade. 

The various expedients have important effects 
upon the distribution of income and activity be- 
tween industries within the home country. ' An in- 
crease in the balance of trade is accompanied by 
a rise”in the home price of export goods, or of goods 
which are rival to imports, or of both together, 
so that an increase in the balance of trade increases 
not only activity, but also income per unit of 
output, in the industries concerned in producing 
these goodsi Now, when the game of beggar-my- 
neighbour is being hotly played, these industries 
suffer a decline in incomes relatively to the indus- 
tries which are not subject to foreign competition.’^ 

Even in a country so greatly dependent upon foreign trade 
as Great Britain these industries occupy much less than half the 
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and an improvement in their situation may be re- 
garded as desirable for its own sake, apart from 
any increase in the total of activity and incomes of 
the country. This consideration is of particular 
importance in so far as it affects agricultural com- 
modities, since the agricultural community is in 
general poorer than the industrial. Any poScy 
which is designed to increase the exports, or reduce 
the imports, of agricultural commodities has the 
ejffect of turning the terms of trade between agri- 
culture and industry inside the home country in 
favour of agriculture, and so of reducing the in- 
equality in their earnings. Such policies are widely 
held to be beneficial, in spite of the fall in the 
average of real wages which they necessarily bring 
about.^ 

Certain special considerations apply to each of 
the four expedients. We have treated a reduction 
in wages as being in general equivalent to a fall in 
the exchange rate, but there is one difference be- 
tween the two which is of the utmost importance. 

working population, while the Multiplier appears to be normally 
something in the neighbourhood of 2 . Thus a given declme m 
employment in the foreign trade industries causes an almost 
equal absolute, and therefore a smaller proportionate, declme 
m employment in the home trade mdustries. This is known as 
“ the problem of the unsheltered industries 

1 A fall in the exchange rate, or an all-round reduction in wages, 
will benefit the export mdustries even when they brmg about no 
morease, or even a decrease, in the balance of trade, while quotas 
will always benefit the home industries protected by them, and 
subsidies the mdustries which receive them. These expedients 
may therefore be resorted to in certam circumstances entirely 
for the sake of the industries concerned, without regard to then 
effect upon the general level of activity, while tariffs are often 
designed for the benefit of particular groups without much 
regard to their meidental effect m improvmg the balance of trade. 
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Even if obligations to foreigners fixed in terms of 
home xjurrency are unimportant, internal indebted- 
ness still has to be considered. A out in wages leads 
to a redistribution of real income in favour of the 
fixed-income classes, and an increase in the burden 
of indebtedness within the home country. For this 
reason a cut in wages is undesirable so long as any 
other expedient will serve, even if it can be brought 
about smoothly without the distress and wastage 
of industrial disputes, and even if it can be made 
equal in all industries so as to avoid arbitrary 
redistribution of income and activity between them. 

Depreciation of the exchange rate has the dis- 
advantage of being regarded as a breach of inter- 
national good faith, while the apprehension of a 
faU may have serious effects upon the international 
financial position of the home country. 

Tariffs and subsidies bring weU-known political 
evils in their train, from which the more general, 
automatic and inhuman mechanism of exchange 
depreciation is comparatively free, while tariffs 
foster monopoly by violently reducing the elas- 
ticity of demand for home goods formerly subject 
to foreign competition, and so making the gains of 
monopohsation more tempting to the home pro- 
ducers. Tariffs, it is true, have the advantage that 
they are selective, and may be devised in such a 
way as to bring about the mmimum decrease in 
real wages for a given increase in employment, 
but actually they are not always devised with this 
end in view. 

All expedients are subject to the objection that 
they are calculated to promote retaliation ; indeed 
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this is the very nature of the beggar-my -neighbour 
game. Which expedient is the least dangerous 
from this point of view will depend upon general 
pohtieal considerations. 

When a nation, hard pressed in the game, is 
determined to take a trick, the decision as to which 
suit it is wisest to play must be taken in the light 
of all the considerations set out above, as they 
apply to the particular situation of the nation 
concerned at the particular moment when the 
decision is taken. 

From an un-nationahst point of view all are 
equally objectionable, since each is designed to 
benefit one nation at the expense of the rest. But 
there are circumstances in which a limited indul- 
gence in them cannot be regarded as a crime. 
First of all, they may be justified by the plea 
of self-defence, and secondly they may be used 
merely to cancel out a benefit to the rest of the 
world that would otherwise result from the policy 
of one nation. An increase in home investment in 
one country tends to increase activity in the' rest 
of the world, and measures designed to protect 
the balance of trade when home investment in- 
creases merely cause a larger share of the reward 
of virtue to fall to the virtuous nation, while 
measures which protect the balance of trade when 
money wages rise at home merely prevent the rest 
of the world from gaining an advantage, and leave 
it no worse than before. 
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INDETERMINACY 


Theoeetical economists usually display an ex- 
treme anxiety to discover “ determinate ” solutions 
of the problems which they study. Determinacy, 
for the economist, means that the problem is 
susceptible of analysis by the methods which he 
has been brought up to use. When “ causes of 
‘ indeterminateness ’ are said to be detected this is 
merely another way of saying that a new set of 
deter min ing forces has been found : forces whose 
behaviour and manner had not hitherto been 
reducible to uniformities The problem is “ in- 
determinate when the specifically economic 
factors (that is, factors the economist has been 
accustomed to handle) do not serve to provide a 
unique solution, so that “ non-economic ” factors 
have to be brought into the story before an answer 
to the problem can be found. “Non-economic” 
factofs, such as human error or sentimentality, 
politmal disturbances, the state of confidence in 
the currency, or the strategical position of Trade 
Unions, are those which cannot easily be fitted into 
the existing structure of pure economic analysis. 

The first task of the analytical economist is 
therefore to discover determinate problems on 
which to work. Some writers brought up in the 
tradition of “methodological pessimism”® con- 

1 Kaldpr, Review of Economic Studus, February 1934, p, 122, 

® See my pamphlet Economice is a Sertom Subject 
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sider this task of such importance that they attempt 
no other. After counting up the number of equa- 
tions and the number of independent variables 
involved in a problem and triumphantly pointing 
out that the two numbers are equal, so that the 
solution of the problem is determinate, they are 
quite content to let the matter rest, without making 
any attempt to tell us what the solution is. OthSrs, 
taking a less humble view of their function, are 
apt to resort to special pleading to show that some 
problem which they desire to solve can in fact be 
completely dealt with by the methods at their 
disposal, and to display unreasonable hostility to 
anyone who attempts to maintain the contrary 
opinion. 

This bias in favour of determinateness is cer- 
tainly very natural. K the problems in the real 
world are not determinate in the economist’s 
sense, predictions about events in the real world 
cannot be made by means of economic analysis, 
and economics can never become a science. Each 
particular event can only be studied after it has 
occurred, by the methods of the historian.*^ Or, 
alternatively, the economist must wait for the 
development of a science of social psychology to 
supplement " his own methods of analysis. To 
discover too much “ indeterminacy ” in the real 
world would therefore deprive the economist of 
self-respect, if not of the means of livelihood. But 
to discover too much “ determinacy ” in his theoreti- 
cal system ought to damage his self-respect quite 
as much. For it is, after all, the aim of theoiy 
to reflect as closely as possible the conditions of 
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the real world, and we all know from daily experi- 
ence t]jiat in the real world many problems are 
indeterminate in the economist’s sense. My neigh- 
bour o-wfus a small paddock at the bottom of my 
garden, which I desire to buy. No one but he can 
supply what I require, and no one but I wishes to 
buy from him. The price which will be settled 
between us cannot be predicted by any purely 
economic line of reasoning. It wiU depend on his 
avarice or sense of fair play, upon my weakness at 
bluff or ability to appeal to his better nature. If 
economic theory were to tell me that there is only 
one price which can rule, I should know very well 
that economic theory was wrong. Similarly with 
wage bargaining. It is obvious that the determina- 
tion of actual wage rates is largely influenced by 
non-economic factors. But economists are apt to 
resent the suggestion that marginal productivity 
analysis is not sufficient to give a determinate 
answer to the problem. 

For instance, when Mr. J. A. Hobson pointed 
out that marginal productivity analysis cannot 
deal with a situation in which the amount of 
labour employed must be altered in an appreciable 
proportion or not at all, he was very severely dealt 
with by Edgeworth,^ who delighted to mock at 
his ignorance of the differential calculus. Mr. 
Hobson’s innocence was no doubt an irresistible 
temptation to Edgeworth’s wit, but it is necessary 
for the mathematical economist to concede to the 
simple-minded critic that in the real world the 
minimuha feasible change in the amount of labour 

^ Papers Bdaimg to PohUodl, Economy, vol. i, p. 19, note. 
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employed is often a large proportion of the whole, 
and that when this is the case the principle of 
marginal productivity cannot be made to provide 
an exact account of the rate of wages that will be 
paid. 

Another example is provided' by a criticism by 
Mr. Hicks of Pareto.^ Pareto argues that where 
the proportions of the factors are fixed by technical 
considerations the principle of marginal product- 
ivity wiU not suffice to determine the wages of the 
factors. He gives the example of a silk factory 
where an addition to the amount of floor-space on 
which the silk can be spread out adds nothing to 
the output of silk. ‘ ‘ This ’ ’ , remarks Mr. Hicks, ‘ ‘ is 
merely silly.” Now Pareto’s example may not be 
very well chosen. Probably more space for walk- 
ing about between the pieces of silk would be very 
useful. But clearly the marginal productivity of 
any one factor falls off more rapidly as that faetor 
is increased, the others remaining constant, the 
more rigid are the technical conditions. In the 
Mmiting case, where only one combination of 
factors is technically possible, the marginal pro- 
ductivity of any one factor falls off infinitely 
rapidly as that factor is increased, and the value 
of the marginal productivity is not uniquely deter- 
mined. In this particular case all ended well, for 
Mr. Hicks was able to show that when the “factors” 
are widely defined and when the conditions of 
supply of factors are brou^t into the story a 
determinate value for their prices can be found. 

1 Marginal Productivity and the Principle of Variation 
Econormca, February 1962, p. 86, note. 
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But the reader cannot help but suspect that 
Mr. Hicks’ comment upon Pareto arose from over- 
anxiety to discover a determinate solution for the 
problem; 

These examples are concerned with real wages. 
To turn to the question of money wages : eco- 
noi^ists of the most divergent opinions agree that 
in Great Britain between 1926 and 1931 prices 
were maintained at a relatively high level by the 
tenacity of Trade Unions in refusing to accept 
wage-cuts in the face of severe unemplo 3 m.ent. 
Yet, in the theory by which we were brought up 
to account for the general level of prices, the bar- 
gaining power of Trade Unions never seemed to 
appear specifically in the equations. Of course 
a story could be told of how inexorable economic 
forces play upon the minds of the Trade Union 
secretaries in such a way as to force them to decide 
upon a certain line of conduct. But the story was 
very long, very complicated and very unconvincing. 

It is a great merit in the General Theory of 
Employment that it allows us to believe that the 
general level of prices is determined very largely 
by arbitrary human decisions, and yet saves our 
self-respect by leaving us such problems as the 
determination of the level of real wages and the 
amount of employment to be discussed by the 
methods of pure economic analysis. 
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Economics is the dope of the Teligious people. 

Consider the case of a man to-day who has an 
honest intelligence, a strong social conscience and 
an independent income. 

His intelligence tells him that he has no parti- 
cular right to enj oy a privileged position. ‘ ‘ Right ’ ’ 
is a vague phrase. A 'doctor has in a sense a right 
to a motor ear because it makes him do his work 
better than he could without it. And if he uses it 
to visit his friends as well as his patients, no harm 
is done to anyone. •✓But our man is too honest to 
try to persuade himself that his own comfort really 
makes very much difference to the amount of benefit 
that he does to other people.'’^His conscience tells 
him that he would be doing a good act if he endowed 
a hospital with his wealth and worked for his*living. 
But his independent income is not easy to give up. 

He cannot keep all three — ^integrity of mind, a 
quiet conscience and the privileges of wealth. One 
must be sacrificed. If he is a saint he sacrifices the 
wealth — ^but we will suppose that he is not. If he 
is a man of no definite religious creed he can keep 
his mental honesty and his income by sacrificing 
his conscience. He can say “ I am a selfish in- 
dividual. I dop’t pretend to have any better right 
than anyone else to a comfortable life, but I 
propose to enjoy it if I can.” 
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But if he belongs to a definite religion this line 
of escape is impossible for him. Conscience is more 
precidus than anything else. Without its approval 
he can have no peace. He will have to sacrifice his 
honesty of mind instead, and make up arguments 
to show that it is right for him to be better off than 
the majority of his neighbours. 

“"hliDW, it is here that the economist is a godsend 
to him. , The economist is a self-appointed expert. 
It is his business to know about these things. \A 
man may have an honest and independent mind 
and yet take on trust the opinion of experts on a 
subject that he has not time to master for himself.v.- 
If the economist tells him it is all right, then he can 
keep his integrity, his income and his conscience 
all intact. 

One of the main effects (I wiU not say purposes) 
of orthodox traditional economics was to fill this 
want. It was a plan for explaining to the privileged 
class that their position was morally right and was 
necessary for the welfare of society. Even the poor 
wer^ better off under the existing system than they 
woudd be under any other. There is a significant 
passage in the reminiscences of Alfred Marshall.^ 
As a yoimg man, a mathematician and philosopher, 
before he had embarked upon economics, he began 
to be troubled by social conscience. 

From Metaphysics I went to Ethics, and 
thought that the justification of the existing 
condition of society was not easy. A friend, 
who had read a great deal of what are called the 

* Memoricda of Alfred p. 10. 
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Moral Sciences, constantly said : “ Ah ! if you 
understood Political Economy you would not 
say that.” 

Marshall himself did much to break down the 
doctrine that no matter how much poverty and 
distress there may be it is still tfue that all is for 
the best in the best of all possible worlds. But 
even in the system of economics as it was hafided 
down by Marshall the main theme is still -the justi- 
fication of the existing system. 

I will put forward three examples of the products 
of traditional teaching ; ^'irst, the doctrine that 
increased wealth of the propertied class brings 
about an automatic increase of income to the poor, 
so that, if the rich were made poorer, the poor would 
necessarily become poorer also. A familiar instance 
is to be found in Mrs. Marcett’s Conversations on 
Political Economy, a popular early nineteenth- 
century work designed to explain the principles 
of Political Economy to the masses. Mrs. B. 
explains to Caroline the subject of Poor Law 
Eehef ; 

The greatest evil that results from this provi- 
sion for the poor is that it lowers the price of 
labour ; the sum which the capitalist is obliged 
to pay as poor rates necessarily reduces the 
wages of his labourers, for if the tax did not 
exist, his capital being so much more con- 
siderable, the demand for labour and oonse- 

quently its remuneration would be greater ^ 

Where there is capital the poor will always 

> OmmrsoMons on PoUHoai Mconomy, p. 164. 
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find employment, the demand for labour is 
therefore proportioned to the extent of capital.^ i, 

Thi^ argument is based upon the postulate of 
nineteenth-century economic teaching, that an 
increase in the capital equipment of industry is the 
result of an increase in thriftiness. An unsophisti- 
c^ed inquirer might wonder how it comes about 
that a decline in the demand for consumption 
goods, due to transferring income from the poor 
who must spend it to the rich who may save it, 
can possibly lead to an increase in the demand 
either for the labour or for the capital equipment 
which is required to make the goods. But he is 
silenced by appeal to the mysterious Law of Eco- 
nomics which teaches that saving is only another 
form of spending. This Law, as it happens, entails 
that rmemployment cannot occur, so that, if it held 
true in fact, “the poor” would always be fully 
employed in any case. Mrs. Marcett’s argument 
that the thriftiness of the rich is necessary to 
provide employment for the poor is therefore a 
violent contradiction. The whole basis of the 
argument lies in a simple confusion of thought. 

But that is not the concern of our honest in- 
quirer with capital of his own. He can take the 
word of the experts and rest satisfied. If the 
experts’ arguments do not hold water it is not his 
business to put them right. And see how comfort- 
ing their word is. '«If poor relief did the poor good, 
the awkward question might arise whether he 
ought, not to contribute to the aid of the poor 

* Op. p. 130. 

239 



AN ECONOMIST’S SEKMON 

more than the State demands, or ought not to' 
vote for a government that would demand more. 
But if even poor relief does the poor positive^ harm 
then he can go on enjoying his comfortable life 
without distress of mind; 

My next example is more modern. By a statis- 
tical calculation which has had considerable vo^e 
it is shown that, if the present national income were 
equally distributed, even the poorest would be 
hardly any better off than they are now. This 
leads to the conclusion that it is no good causing 
the sacrifice to the rich of redistribution, as it will 
only reduce everyone to a dead level of poverty. 
,For my own part I have never been able to see the 
moral force of this argument. If the average is so 
low, it seems to me all the more disgraceful to live 
above the average standard. But actually this 
conclusion is found to be of great comfort to the 
social conscience of the wealthy. 

Now, even on the assumption that the aggregate 
consumption of the nation remains unchanged, the 
calculation is very hard to believe. A calculation 
in money values has little meaning — a calculation in 
terms of productive resources is obviously required 
— ^and it is hard to beheve that if, for instance, the 
equivalent of all the domestic servants who would 
be dismissed from wealthy households after the re- 
distribution of income were turned into attendants 
at nursery schools, the average of welfare would 
not be increased. But however that may be, it is 
impossible to maintain that the aggregate of con- 
sumption would in fact be no greater than before, 
for the thriftiness of the community would be 
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lowered by redistribution, and taking one year with 
another, the total waste of resources through un- 
employment would be very much reduced. The 
aggregate of consumption and the average standard 
of life would therefore be raised. The statistical 
argument, like so many others which provide dope 
for the conscience of the pious rich, loses its force 
when the Law that saving is a form of spending has 
been rembved from the statute book. 

My last example is taken from a letter to The 
Times of the Bishop of Gloucester. At the time 
of the “National Crisis” in 1931 it was considered 
necessary to introduce emergency measures to 
balance the budget. In the name of “ equality of 
sacrifice” an addition was made of 6d. to the 
income tax and a cut of 10 per cent, in unemploy- 
ment benefit. In 1934, the budgetary position 
being favourable, the Archbishop of York pub- 
li^ed a plea in The Times that in the event 
of a surplus, the restoration of cuts in the allow- 
ances of the unemployed should come before any 
other concessions, including remission of income 
tax. 

To his letter the Bishop of Gloucester replied 
as foUows : ^ 

‘ Unemployment is more than a misfortune 
for those who are overtaken by it ; it is a curse.’ 
So he [the Archbishop of York] tells us. I agree, 
and tjierefore it seems to me to be the first duty 
of the Government to do all in their power to 
reduce the number of unemployed. It is recog- 
nised ‘that one of the most fruitful causes of 

1 The Times, Mexoh 12, 1984. 
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unemployment is excessive taxation, and in par- 
ticular a high income tax>' I am convinced that 
nothing would ease the situation more at the 
present time than a substantial reduction of in- 
come tax, for it is very largely a tax on industry. 
We are none of us concerned with the discomforts 
of those, whether ourselves or others, who aa'e 
reputed wealthy. Vfeut the experience of history 
tells us that it is always the poorer clsCsses who 
suffer most from excessive taxation. If a man 
is compelled to dismiss a certain number of his 
workmen, it may diminish his profits or comfort, 
but it ruins the men dismissed. 

‘ 2. The result is still more the case if funds thus 
diverted from industry are used to increase the 
amount spent in supporting the unemployed, for 
aU money spent in that way must be withdrawn 
from paying the wages of working men and will 
be expended entirely unproductively. It there- 
fore leads automatically to increase the evil it is 
fighting against. 

What I particularly resent is the use of the 
authority of religion to justify a policy which I 
believe to be damaging to the country. . . . There 
are generally two policies open to a nation : 
the one is popular, attractive, sentimental and 
ultimately harmful to those whom it professes to 
benefit, the other demands sternness and courage, 
but will in the end bring a happier time to the 
people of this country. That I should hope to see 
the Government adopt.” 

Stripped of the Bishop’s forceful rhetoric the 
arguments seem to be these: That a remission of 
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income tax would lead to increased spending by 
the taxpayers, thus increasing employment, while 
money given to the unemployed would have no 
such efiect. The first paragraph pf the Bishop’s 
letter is somewhat obscure and I hesitate to attri- 
bute such an ex'travagance to him, but this argu- 
nsent was openly used by other correspondents 
on Bis side of the question. 

Alteniatively he may be taken to mean that, 
■when a business man finds that he has less tax to 
pay, he allots the entire addition to his net income 
to wages for an increased number of employees. 
It need hardly be said that this is not a convincing 
account of business practice. Unless market con- 
ditions improve the entrepreneur has no motive 
for employing more men, and if he does wish to 
employ more men his usual method of financing 
is to obtain additional credit. Out of the whole 
increase of net income to taxpayers due to a 
reduction of 6d. in the income tax it can hardly 
be maintained that a significant amount will be 
devoted to building up increased working capital. 
The*argument can only be made to sound plausible 
to the layman by dark references to the formidable 
Economic Law expounded by Mrs. Marcett. 

The Bishop’s second point is not ambiguous, 
is maintaining that a country which makes 
provision for its unemployed will suflfer from more 
unemployment than a country which makes 
none. \/This is contrary to the “ experience of 
history ”. , J^or instance, one reason why Great 
Britain suffered less than the United States from 
the impact of the present world slump was be- 
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cause she was already provided with a scheme of 
public maintenance for the unemployed, w^ore- 
over, this argument is contrary to common sense. 
-Suppose that q. man is thrown out of work for 
some external reason, such as a loss of an export 
market to which his product was formerly sent.' 
When he loses his income he must cut down bis 
consumption and the loss of market is passed oh to 
those trades which formerly supplied Ms needs. 
Here also there is unemployment and curtailment 
of consumption ; fresh losses to home industry 
and further unemployment follow. The more 
lavish the provision wMch is made for the un- 
employed the less is tMs secondary loss of em- 
ployment and the smaller are the repercussions at 
each round wMch follow from the initial loss. The 
Bishop’s argument is without foundation either 
in fact or in logic. 

v^t is only fair to say that there is one argument 
which goes to show that remission of income tax 
may increase employment, ylt may enhance the 
attractiveness to business men of schemas of 
' capital expansion. This effect, in times of sewere 
depression, is not likely to be very great, and it is 
a far less certain and powerful remedy for un- 
employment than an increase in the incomes of 
persons who are certain to spend all that they 
receive bn immediate consumption^^ But however 
that may be, the Bishop’s aoquaiatance with econo- 
mic reasoning was not sulOSciently great for Mm to 
Mt upon this argument. 

He concludes his letter with an emotional ap- 
peal, contrasting the soft and sentimental ex- 
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pedient of increasing the incomes of the unem- 
ployed with the strenuous and heroic course of 
remitting taxation to those “who are reputed 
wealthy”. 

But, if economics is the dope of the rehgious, 
the chief blame for the excesses of the drug addicts 
is 4 k) be laid upon the manufacturers of the drug — 
the economists who have made it so fatally easy for 
the rich and pious to preserve an easy conscience 
by the sacrifice of their honesty of mind. 
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The apparently paradoxical viet/ that Marx was 
in reahty a classical economist is well illustrated 
by the work of a latter-day Marxist — ^Mr. John 
Strachey’s Nature of Capitalist Crisis— m which 
the orthodox and the Marxian analyses of crisis 
are compared and contrasted. 

Mr. Strachey is not quite acute enough to see 
through the traditional teaching,* but he sees it 
very clearly. And what stands out from the land- 
scape that he surveys is the spectacle (which in- 
deed has to be seen to be believed) of a theory 
devoted to the explanation of unemployment 
erected upon the assumption that unemployment 
cannot exist, '^e whole structure of traditional 
teaching is founded upon Say’s Law — supply 
creates its own demand, saving is a form of spend- 
ing, investment can only increase if consumption 
is out down, All this entails that in ordew to 
create employment it is only necessary to set men 
to work; costs are equal to incomes and ex- 
penditure is equal to costs ; the incomes earned 
when men are set to work provide the demand to 
absorb their product, and unemployment is at 
most a passing accident.'/ The tyranny of this 
point of view is so complete that Mr. Strachey 

1 Mr. Steohey’s book appeared after Mr. Keynes’ Treatise m 
Money and before his General Theory. He appears to have fallen 
into a common misapprehension of the central argument of the 
Treatise ; see The Nature of Capitalist Crisis, p. 08, note. 
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himself unhesitatingly accepts it. 

He^opens with a discussion of Major Douglas. 
Major Douglas feels that there is something wrong 
with Say’s Law, hut he attacks the argument too 
far back, and disputes the truism’ that incomes 
are equal to cdsts. Mr. Strachey exposes the 
fallacy ^ and Say’s Law resumes its sway. Next, 
Mr. ’Hobson points out that part of income is 
saved, so" that the addition to expenditure is not 
equal to the addition to income. But tliis avenue 
is also stopped up. w Saving is a form of spending ; 
the rate of interest equates the supply and demand 
of capital,® and a reduction in expenditure on con- 
sumption leads to an increase in expenditure on 
investment. There is no way of accounting for 
unemployment here. '^Professor Irving Fisher then 
comes forward. The critic learns from him to 
identify a change in the stock of money with a 
change in the flow of incomes, and dismisses him 
with the empirical argument that increases in the 
stock of money are well known to produce danger- 
ous Booms.® 

Mow the ground is cleared, and the orthodox 
economists, which for Mr. Strachey means Pro- 
fessor Robbins and Dr. Hayek, enter the field. 
We have not got very far with Dr. Hayek’s ac- 
count of the development of a boom and slump * 
before it becomes clear that in the earliest stages 
of a. trade recovery the whole of the available 
factors of production are already fully employed. 
The capital" and consumption-good industries ex- 

1 Op. at., p. 31. ® Ib’ui., p. 46. 

’ Ihtd., p. 51, * Ibid., p. 62. 
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pand in turn by robbing each other of factors of 
production. Neither can expand unless the other 
contracts, and their competition for labour drives 
wages ever upwards. An accelerating rate of in- 
crease in the amoimt of money is necessary to 
prevent collapse. \/!Mr. Strachey "notices that Dr. 
Hayek’s description fits a situation in which full 
employment has been reached. But he argues 
that this makes no difference.^ Pull employment 
may cast its shadow before, and brmg expansion 
to an end while some workers are not yet in jobs, 
but the essential nature of the situation is the 
same throughout the whole course of the revival, 
and revival sooner or later must be succeeded 
by slump. v/Thus Mr. Strachey overlooks the fact 
that the essential nature of the Hayek situation 
is that investment can only increase if consump- 
tion declines. He is deceived into accepting the 
assumption (which alone can make sense of the 
analysis) that there was already full employment 
when the revival began. ^ 

The upshot of the whole argument is this : 
investment occurs when the rate of profit is rests'red 
after a period of slump. But, because full employ- 
ment already exists, investment can only increase 
if the rate of saving is raised by curtailing consump- 
tion. Therefore consumption must be curtailed 
in the slump. A decline in expenditure upon con- 
sumption goods will alone restore the rate of profits. 
“ To what strange paradoxes ”, Mr. Strachey re- 
marks, “ has our argummit led us ! ” But it is the 
capitalist system, not the argument, that he" finds 
m fault. I Op. dt; p. 74. 
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Mr. Stfachey now takes Br. Hayek’s analysis a 
step further. ^Profit arises from scarcity, and an 
increase in production, by reducing scarcity, must 
necessarily reduce profit also/ Here a confusion 
between stocks and flows emerges oifce more. It is 
true that an increase in the stock of capital goods, 
otj^er things equal, lowers the rate of profit on 
capital, and reduces the incentive to invest. But 
the same ^argument does not apply to the flow of 
output of consumption goods, for consumption 
recreates scarcity as fast as output removes it. 
This, however, is a superficial objection, for it is 
with the rate of investment that we are primarily 
concerned, and here, in a significant quotation 
from Br. Hayek,^ we catch a glimpse, but darkly, 
for Mr. Strachey has not seen it, of an import- 
ant possibihty. uAs capital accumulates and pro- 
fits decline, the rate of interest which will maintain 
a ^ven rate of investment is reduced, and if the 
rate of interest does not fall, the rate of invest- 
ment and the volume of employment must be 
dimiaished.'^May not then hope be found in the 
pos^bility of controlling the rate of interest ? No, 
for the rate of interest is determined by the supply 
and demand for capital. Say’s Law blocks up 
every avenue of escape. 'The capitalist system is 
faced with a desperate dilemma. Only a decline 
in consumption can revive investment, but if con- 
sumption declines there is no issue in final produc- 
tion for the capital goods which investment creates, v. 
The argument has, as Mr. Strachey puts it, “ the 
logic of insanity 

* Op. eit., p. 108. 
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Here the matter is left for a moment", while we 
turn to the Marxian theory of value. Mr. Strachey 
seems to suppose^ that orthodox theory Is con- 
cerned entirely with relative values, and that only 
Marx has anything to say about the aggregate 
of output, costs or profits. This misapprehen- 
sion leads to some confusion amongst the various 
meanings of the word “ value ”. There is value as 
it appears in the theory of relative prices — the 
rates of exchange between goods. There is value in 
the sense of absolute money prices. Each of these 
can be given a definite meaning, for it is merely a 
question of measuring one thing in terms of another. 
Then there is subjective value, the good which 
goods do us. This can be given no precise quanti- 
tative meaning, but corresponds to a common- 
sense idea. And there is surplus value in the moral 
sense — ^the difference between what labour ought 
to receive for its work and what it does receiye. 
But for Mr. Strachey vakbe is simply a word, which 
gives some kind of mystical inner significance to 
the conception of the aggregate output of industry,® 
but imphes no method of measuring either th§,t or 
anything else. 'Marxian surplus value, it appears, 
k exactly the same thing as the aggregate of 
'Marshallian profits.® And the rate of profits is 
connected with the rate of surplus value by a 
calculation of the form “ Multiply by 3, divide by 3, 
and subtract the number you first thought of ” 

Mr. Strachey comes to the brink of admitting 
that the labour theory of value is a piece of 

» Op. tM., p. 230, * Ibid., p. 127. 

=> Md., p. 238. * Ibid., p. 223. 
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fcrmalism.-^ But if it were merely that, he asks, 
why should people be imprisoned and slaughtered 
for believing it ? ® Here, indeed, is the heart of the 
matter. . From the point of view of logical analysis, 
to call the same thing by two names *— reward of 
enterprise and the ^surplus mine created hy labour — 
is a purely verbal distinction, but the moral differ- 
en<?e jls extreme. “ The labour theory of value can 
be used to . . . make revolutions.” But this is 
far from being Mr. Strachey’s point, “^or him the 
merit of the labour theory is that it enables us to 
“ understand the movement of history ” by dis- 
covering from it the “law of motion of capitalism 
And this law is based primarily upon the proposi- 
tion (to translate into orthodox terminology) that 
an increase in the ratio of capital to labour tends 
to lead to a fall in the long-period rate of profit 
on capital.* Now, the argument by which this 
proposition is derived from the labour theory of 
vafue is completely circular, but the proposition 
itself is unexceptionable.® 

Thus when all the verbal jugglery is finished 
we arrive at a perfectly definite conclusion. “In 
'Marjf s view the rate of profit tends to decline as 
capital accumulates, and an ever greater rate of 
accumulation is necessary to maintain production. 
As soon as the rate of accumulation is checked the 
crisis is upon us. '-The only way to cure the crisis 

^ Op. cit, p, 194. 2 p. 232. 

« Ibm., p. 192. * Ibid., p. 237. 

® It is curious that Mr. Strachey should have overlooked the 
fact that this proposition plays an important part in orthodox 
theory, since it is contained in the passage which he quotes from 
Dr. Hayek on p* 108. 
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is to increase accumnlation. feut this can only be 
done by reducing consumption. The system can 
only function so long as the capitalists are amassing 
more and more capital and the rest of the com- 
murdty consuming less and less goods. The pivot 
of the whole argument is that investment cannot 
increase unless consumption dechnes. Thus Marx- 
ian theory is the direct outcome of the impasse 
created by the orthodox assumptions, and Mr. 
Strachey’s remedy is to overthrow the capitalist 
system, not to abandon the assumptions. 

Now, the curious part of all this is that Mr. 
Strachey has unwittingly nailed his colours to the 
mast of Say’s Law. Once Say’s Law is questioned, 
once it is admitted that in theory, as in actual 
experience, an increase in investment both causes 
and is induced by an increase in consumption, the 
whole of Mr. Strachey’s argument falls to the 
ground. Moreover, he has specifically repudiated 
the idea of revolution apart from the Marxian 
theory.^ For him not only the necessity for radical 
change but also the efficacy of a revolutionary 
policy are indissolubly bound to the truth of the 
labour theory of value.® And here he seems to^6e on 
strong ground, for at least one successful revolu- 
tion has been inspired by Marxist doctrines. Is 
not the success of the policy a vindication of the 
validity of the analysis ? 

This opens a question which is of importance in 
every department of human affairs. The crux of. 
the matter lies in the relationship between beliefs 
and actions. Over a certain sphere it is the case 

1 Op. dt., p. 17. ‘ jm., p. 195. 
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that to believe what is objectively true, in the sense 
that it can be established by the accepted criteria 
of sciehtifio investigation, leads to successful con- 
duct. According to Frank Ramsey’s view : ^ 

Beliefs arrived at by induction are reason- 
able or unreasonable according as they have or 
have not been arrived at by a reliable process, 
and a reliable process is one which on the whole 
is suScessfuL . . . We do in fact have a great 
number of beliefs . . . which do in fact enable 
us to manage our lives more or less success- 
fully ; and it is this “ survival- value ” of the 
beliefs arrived at by “ scientific method ”... 
that is their ultimate justification. 

The belief that rain can be brought down by 
prayer does not lead to desired results, whereas a 
study of meteorology enables us, in the short run, 
tq predict the weather a few days in advance and 
adapt our conduct accordingly, and, in the long 
run, by afforestation or what not, to adapt the 
climate, within limits, to our wishes. In this 
sphere to “ believe in ” prayer is unsuccessful, antt 
to believe in ” meteorology is successful. 

But there is another sphere to which this line of 
argument does not apply. A belief in something 
which from a scientific point of view is completely 
untrue or even meaningless, for instance the doc- 
trines of Christian Science, may lead to successful 
results, for instance an improvement in health. 
This example, perhaps, introduces some question- 

1 Slimmarised by Mr. B. B. Braithwaite, Oaw^id^e Urn- 
verstty p* 16* 
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begging elements. Let us take another.* Consider 
a young girl who has a squint. This is a fact subject 
to the usual tests of scientific truth. WKbn she 
beheves that she has a squint she is believing some- 
thing which is objectively true. The result is that 
she is self-conscious and uneasy, has no social 
success and leads an unhappy life. Then sojjie 
Coue or Eddy makes her believe that her eyes 
focus in the normal way. This is objectively false. 
But now her assurance and amiability overcome 
her misfortune, she is socially successful in spite 
of it, and her belief appears to her to be confirmed 
by the happiness that she feels. This example 
seems to suggest that Ramsey’s criterion is not 
quite general. It covers the reaction of belief 
upon conduct in what is ordinarily regarded as the 
objective, scientific sphere. But it does not cover 
the reaction in the sphere of subjective psychology. 

Let us apply this distinction to Marxist eco- 
nomics. 'VJt belief in Marxism leads to revolu- 
tions and to the establishment of what, for the 
sake of argument at least, we may agree to regard 
"as a preferable state of society. The Mar^ts 
themselves consider that this is because of, and 
indeed constitutes a proof of, the scientific truth, 
of their theory.'^ But if it is established that the 
foundation of a large part of Marx’s economic 
analysis (though this is by no means his most 
important contribution to thought) is destroyed 
by removing from it an underpinning of "false 
teaching derived from the capitalist economists, 
then it soon becomes clear that it is not object- 
ively true, in the sense of being a logically self- 
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Consistent* theory yielding results subject to ac- 
cepted observational tests. But its effectiveness 
in j)rodueing a better order of society remains as 
a fact of experience. 

Here then we come face to face "with a funda- 
mental dilemma." A behef in Marxism leads to 
wi^ed-for results. But a belief in scientific truth 
is enervating, and allows capitalism to continue its 
baneful sway. The Marxist therefore, rightly, 
distrusts the intellectual, whose demand for logic 
weakens the force of revolutionary indignation. 
While the intellectual, faithful to his traditional 
ideal of setting the pursuit of truth above justice, 
humanity and worldly advantage, accuses the 
Marxist of sinning against the hght. 

The Marxist answer to this point of view is, of 
course, to deny my major premise. But if, per im- 
possihile, a Marxist could be imagined to grant for 
th© sake of argument that an important part of his 
analysis is based on a confusion of thought, it 
should make no difference to him. ‘-Aji untenable 
behefethat leads to a successful revolution is to be_ 
preferred to a correct argument that allows a fetid 
society to rot undisturbed. The answer of the 
intellectual is to protest his faith that the truth will 
lead ‘to even better results than the revolutionist 
theory .V For instance, that when capitalism is 
rightly understood, the rate of interest wiU be set 
at zero and the major evils of capitalism will dis- 
appear. In the long run, he maintains, true beliefs 
will lead to successful conduct. But in the long 
run we are all dead. » - 
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